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THE RELATIONS OF RECENT PSYCHO- 
LOGICAL DEVELOPMENTS TO 
ECONOMIC THEORY 


SUMMARY 

The purely objective factors in economics, 377. — Psychological 
principles necessarily used in addition, 381.— Social assumptions, 385. 
— Psychical factors are human motives, 387; their analysis needed for 
most social problems, 389. — Adequacy of psychology assumed in eco- 
nomic theory in dispute, 390,— Analysis of arguments pro and con, 392. 
— Hedonistic foundation, 394. — Costless production, 401. — Indus- 
trial peace, 404. — Sums of utility, 406. — Social demand, 407. — In- 
stitutional economics, 409.— Most accurate psychology needed, of 
ptoducers’ motives, 415; of consumers’ demands, 419. 


In spite of several attempts made in recent years 
to improve upon economic theory by renovating its 
psychology, economists in general do not perceive that 
psychological debates are relevant to economics. They 
have not been convinced that any real economic prin- 
ciples have been invalidated by the “‘ new psychology ” 
that has been exhibited to them, or that the latter 
promises any profitable extension of the body of eco- 
nomic theory. 

It is said, for instance, that the generalized man as- 
sumed by our theory, who was supposed to pursue his 


economic interests in usually reasonable ways, must be 
377 
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superseded by the real man known to modern psychol- 
ogists, the creature of unreasoning hasty moods and 
propensities to heedless action. Well, what of it? is 
the reply. Granting that people’s wants are determined 
frequently by instincts, and often by imprudent ones at 
that — what change does it necessitate in economic 
principles ? We do not need to account for the origin of 
wants; our business is to study the means of satisfying 
them, and the conditions under which they may be satis- 
fied. An ordinary degree of foresight with respect to 
these means does not seem to be such a far-fetched 
assumption. The other objections have seemed to be 
as easily met, and on the whole, in the hearts of most 
economic students, no conviction of sin has been 
awakened, altho the “ psycho-economists’”’ have been 
pressing their attacks, in different quarters, for over 
twenty-five years. 

Some of the skeptics suspect that the trouble arises 
from too exclusive attention being given by the innova- 
tors to the subjective, or mental elements of economics, 
and from a preoccupation with the exceptional or ab- 
normal cases even in that limited field. Results so ob- 
tained, of course, would hardly call for a revolutionizing 
of economic theory as a whole. It seems to the present 
writer that much of the criticism from the standpoint of 
modern psychology heretofore made by economists is 
inadequate, both as to psychological facts and their 
applications to economics, and the object herein is to 
make it clearer where the psychological discoveries and 
economic theory do fit together.! But let us at the very 
beginning safeguard ourselves against material fallacy 
by giving the purely physical factors of economics their 

1 The present writer is preparing a thesis in which questions of fact in psychology 
related to ics are idered. The di ion in the present paper, however, is 


concerned only with the place which psychological data have in economics, assuming 
them to be true. 
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due — those which are stubbornly indifferent to human 
thoughts or preferences. Then we may consider some 
ways in which psychical forces codperate with these 
external facts to produce the activities we study. 

Whether we like it or not, as Mill said, “a double 
quantity of labor will not raise on the same land a double 
quantity of food, unless some improvement takes place 
in the processes of cultivation.”” And the principle of 
diminishing quota of “‘ overhead ” expense to the unit of 
product, as volume of output increases (the basis of 
“ increasing returns ”’), is likewise simply a way things 
have of acting. So is the pure fertility of the human 
species, with its enormous potentialities for the destruc- 
tion of men’s hopes. Whatever other factors may enter 
into the value of money, it seems clear that its quantity, 
by purely mechanical principles, must be a part of the 
explanation. 

The superior productivity of labor which is specialized, 
moreover, and the gain in the efficiency of labor through 
saving and the use of tools or machinery, are not the pro- 
jections of anyone’s mind, tho we may choose either to 
regard or disregard these facts. But having once chosen, 
we must take the consequences, and cannot change the 
results by wishing. If we decide to do without the cap- 
italists, and do not otherwise provide for the saving of 
wealth, our society as a whole will have perforce to work 
harder for its daily bread. The foregoing purely objec- 
tive observations we recognize as economic principles 
which Adam Smith, Ricardo and Malthus elaborated and 
stressed; and these contributions at least, must not be 
included among the “ tissue of false conclusions ” which 
the classicists are supposed to have constructed from 
false psychological assumptions. 

To illustrate further: The “ law of variable propor- 
tions ” is a name given to an external fact which shapes 








380 QUARTERLY JOURNAL OF ECONOMICS 


the world’s values no less than do the reason and pas- 
sions of men — the fact that in most productive proc- 
esses, an increased use of one ingredient, all others 
remaining stationary, will result in a larger total prod- 
uct, but in a lessening proportion to the units of the 
ingredient which is being increased. If you are smelting 
iron, or making shoes, or growing wheat, you will find 
that increasing applications of coal or leather or labor, 
the other factors in the processes remaining the same, 
will yield less and less increase in the output of pig iron 
or shoes or wheat. The most advantageous combina- 
tions are based on natural laws, or “‘ habits of matter,”’ 
which our technology takes increasing advantage of 
(through processes in part psychological) but cannot 
change. Under no conceivable social arrangements can 
the superabundant elements be made as valuable as the 
less abundant, or limiting, elements. 

Without attempting to enumerate the special phys- 
ical, mechanical, geographical or biological facts and 
uniformities which economic science must use as presup- 
positions, there is still another sense in which economic 
principles are independent of human volitions. Eco- 
nomic theory treats of means of economizing, or using 
without waste, the limited resources which nature af- 
fords to satisfy men’s wants. Men usually try to get as 
much coat as possible out of their cloth, and economics 
gives them some information as to how to accomplish 
that result on a large scale. They can accomplish it only 
by acting reasonably, it is true. But suppose you can 
point out a group of people who have irrational and un- 
economic ideas which they prefer to follow: does that 
prove the theory to be unreal and irrelevant to actual 
life? Letussee. The Indians of Paraguay, according to 
the account cited by Mill, sometimes killed for supper the 
oxen which the missionaries had given them; “ thinking, 
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when reprehended, that they sufficiently excused them- 
selves by saying they were hungry.”’! Their conduct 
was “ natural ’”’ enough, but it was not “ economic ” — 
that is, it did not work economically. Since there are 
other peoples in the world who keep their oxen for work, 
and eventually need more land, there is every prospect 
that the Paraguayans will be eventually displaced by 
them. Hence the principles of economy are not exactly 
“idle tho true,” even if not practiced by every one.? 
But the foregoing instances of the purely objective 
subject-matter in economics must have called to mind 
several psychological principles which are closely asso- 
ciated with such physical data as these, throughout 
economic discussions. We are accustomed to think of 
the Malthusian law of animal fertility in connection 
with the theory of wages, an essential part of which is 
the doctrine that human self-restraint keeps population 
within the physiological maximum in practically every 
civilization. It may restrain the increase only to the 
point where a very scanty subsistence can be earned by 
each man, or it may under certain circumstances main- 
tain a much better “ standard of living” by placing a 
sufficient check upon reproduction. Besides this, every 
theory of wages must make several further psychologi- 
cal assumptions concerning the motives to work and to 
idleness, the relations of differences in wages between 
occupations and within occupations to maximum effort; 
the theory of human nature implied in the concept of 
non-competing groups; the effects of various wage sys- 
tems and of scientific management; the mobility of 
labor, how affected by “‘non-economic”’ motives; and so 
on. If we assume that men will, in general, work as 
effectively for a smaller as for a larger wage, our con- 
1 Mill, Prineiples, Bk. I, chap. xi, § 3. 


2 See remarks by Professor T. N. Carver along this line in ‘‘ The Behavioristio 
Man,” Quarterly Journal of Economics, vol. xxxiii, pp. 195-199, November, 1918. 
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clusions will point toward the desirability of equal wages 
to all workers. In any treatment of labor problems and 
industrial peace, the other human nature elements are 
of course many and various. 

Again, mention of the technical advantage of capital 
and the division of labor calls up many subtle discus- 
sions of the motives which induce and counteract saving, 
the “‘ preference for present over future goods ”’; and we 
remember some questions about the motives which the 
business man has for buying the present goods, launch- 
ing them into round-about production, and agreeing to 
pay interest. Some kind of subjective resistance against 
saving, which apparently has to be overcome by the pay- 
ment of interest, has long been a fundamental assump- 
tion in economic theory; and most economists believe 
that the size of the anticipated business profits has 
something to do with the energy and shrewdness of the 
business man. It depends on our presupposition as to 
his motivation whether we consider his income above 
some wage standard as “earned” or as “rent” or 
“ surplus.” 

And to the above assertion that external laws of na- 
ture prescribe the advantageous combinations of tools 
and labor, a “ psycho-economist ” might rejoin that 
these combinations are not to be taken for granted — 
they would never be realized but for human ingenuity, 
and that the currently accepted processes are in turn 
powerful institutions for molding the rising generation’s 
ideas of natural law. It is true that invention, and the 
state and progress of the arts, are factors in wealth which 
the economist cannot help but take account of, and if 
he constructs any theory about them, it must be with 
the aid of psychological analysis. The “ state of the 
arts” may for static purposes be assumed as an objec- 
tive condition like the weather, but anyone who is inter- 
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ested in increasing social welfare and control over nature 
will not be content to stop there. He will ask how has 
progress in the arts been brought about in the past, and 
how can it be accelerated in the future? The patent 
monopoly system is based on a theory of inventive 
human nature; that men are more likely to contrive 
useful devices when they are assured of protection in 
reaping their benefits than when not. It was one of the 
projects Bentham thought most necessary for the im- 
provement of human society.!_ Some modern theorists, 
with different presuppositions, class patent-monopoly 
gains as “unearned surplus” along with illegal mo- 
nopoly gains. The question is, however, not solely what 
kind of motives actually control conduct, but partly, 
what kind of conduct controls the environmental factors 
most successfully. 

It may even have seemed incorrect to speak of the 
“law of variable proportions ’’ as a purely objective 
fact, so closely has it been connected in economics with 
the theory of value and the subjective elements thereof. 
The principle i lly to show why the 
more abundant productive elements, of which more _ 
units inits would not make much difference in the output, in- 
“evitably have less value to the people who want the — 
fini product than have the scarcer elements, of 
which more units would greatly increase the finished ~ 
product, The laws of value are typical of that double 
“dependence upon mental operations and physical con- 
ditions which characterizes so large a part of the subject- 
matter of economics. Altho scarcity of an object in the 
external world, relative to men’s desires for it, is essen- 
tial to its having economic value, yet such value is 
equally dependent on some one’s wanting the object, 
and many of the actual phenomena of value are due to 

1 Jeremy Bentham, The Rationale of Reward (1830), p. 318. 
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differences in the intensity of wants which people have 
for different units of goods. The law of diminishing 
utility, a purely psychological postulate, giving greater 
precision to the tendency of exchange value of a com- 
modity to decrease as the supply of the commodity is 
increased, has rendered very great service in economic 
analysis. If other equally regular principles could be 
discovered regarding the generation and mutations of 
the wants with which economic science starts, they 
might be equally useful, especially if we believe that a 
closer correspondence between actual consumers’ wants 
and real needs is desirable. 

When we proceed from utility to price, more psy- 
chology becomes necessary. Some further assumptions 
regarding the motives to competition and toward mak- 
ing provision for wants must be made. We usually 
assume the predominance of self-interest, so far as eco- 
nomic behavior is concerned; or we generalize that men 
strive to get the largest amount of material well-being 
for the least sacrifice; and of course we assume that men 
in general know their interests and the means of advanc- 
ing them, in the existing state of the arts.1 Wherever it 
appears that these conditions are not present, we make 
qualifications of the more general laws which do pre- 
suppose them. 

There is one more group of subjects which illustrates 
the large part which presumptions as to motives play in 
economic investigations — the subjects of inheritance, 
monopoly profits, rents of natural agents, and differen- 
tial gains of all kinds, with their related problems of 
taxation. Pure rent and monopoly gains are usually 
thought to be peculiarly fit objects of heavy taxation. 


1 See the discussion of premises in J. M. Keynes, Scope and Method of Economic 
Investigation, pp. 240-246; also chap.4. The two ptions just tioned, along 
with the principle of diminishing utility, are considered the most important psychologi- 
cal postulates by the methodologists. Keynes mentions, however, a number of special 
problems where other psychical forces must be taken into account (pp. 129-134). 
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Why? Because the services for which they are paid are 
not the result of labor or saving on a competitive basis, 
and especially because heavy taxation will not lessen 
the supply of those services. The full amount which 
the traffic will bear need not necessarily be paid to the 
ownres of land or monopolies, in order that the com- 
munity may get the fullest possible output. Herein 
seems to lie the vital distinction between such incomes 
and interest and wages. In dealing with the institution 
of inheritance, one of the chief questions is what réle it 
occupies in inducing accumulation of wealth. The pros- 
pect of bestowing property upon one’s descendants at 
his death is ordinarily supposed to be a strong motive 
for saving, and if estates were taken entire or taxed too 
heavily by the state, there would be less incentive to the 
owner to save, and more inducement to consume his 
property in his lifetime. 

There is a third set of assumptions necessarily made 
by economic theory, not of physical or psychological 
laws, but of social facts having chiefly a mental origin; 
namely, the legal and social institutions, under which 
economic life is carried on. We must assume some kind 
of government which maintains order and enforces cer- 
tain rules relating to property. What these rules are, 
may vary with different societies, and we may vary 
them in our hypotheses, with consequent variations in 
our conclusions. It is obvious that the production and 
distribution of wealth will take very different forms, 
according as distribution is on the basis of physical 
force, political competition, or economic competition 
under the institution of private property. The govern- 
ment, as Mill pointed out, might be considered a factor 
in production, since it is a labor-saving device. Hardly 
less pervasive in effect, through the “ plane of competi- 
tion ” are the various customary codes of business and 
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professional ethics. All such institutions are human 
collective habits, based on unconscious custom or delib- 
erate social will, and as we come to understand them 
better we are able consciously to modify them. The civil 
laws, of course, we are changing every day, and in the 
course of time the accumulation of such changes makes 
great differences in the economic situation. Custom 
and tradition are less amenable to voluntary refashion- 
ing, but “ public opinion’ can yet be influenced de- 
liberately, by skilful appeal to popular sentiments. 

Now, to consider the most probable effects on eco- 
nomic phenomena of the more plausible changes in gov- 
ernmental action, and in the other institutions which 
affect it, as well as conjectural changes in the arts, in 
population, and in the accumulation of capital, is the 
task of ‘ dynamic theory ”’ in economics.! The dynamic 
theory which considers institutional changes is obliged 
to pass some judgment as to the compatibility of such 
hypothetical innovations with human nature, of which 
more in detail later herein. 

The foregoing, then, are some of the connections in 
which psychological postulates are used in economic 
theory. In this article we have not so far made any 
attempt to determine what are the most satisfactory 
psychological postulates in the various problems men- 
tioned, nor have we attempted completeness of enumera- 
tion. The attempt was simply to make clear, by ample 
illustration, the point that many of the foundations of 
economic theory are secure against any possible fluctua- 
tions in the science of psychology; but nevertheless 
there are a number of the most important problems in 
theory which require psychological principles for their 
solution. We have thus tried to avoid the confusions 


1 See J. S. Mill, Principles, Bk. IV, chap. i; J. B. Clark, ‘“‘ The Future of Economic 


Theory,” Quarterly Journal of Economics, vol. xiii, pp. 1-14 (1899), ete. 
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and errors which arise from any overestimation of 
either group of factors. 

Another generalization may be hazarded. The psy- 
chology which is of use to economics is that which relates 
to the motives, or springs to human action.' In all the 
problems of theory we cited, the psychological assump-__ 
tions were always as to what induces the human agent 














to work, to contrive, to save, to part with his goods. If 
we turn to the use of psychology in vocational economic 
fields, by the salesman, the advertiser, or the employ- 
ment manager, we shall find it is the secret of arousing 
people to some kind of economic activity that is sought 
in each case. There are numerous technical problems 
subsidiary to motives, to be sure, with which the econ- 
omist is concerned —the processes of choosing be- 
tween one’s wants, for instance, and of reasoning as to 
the means of satisfying those felt most urgently, or of 
arousing new wants in other people. But all these are 
included in the psychology of motives; and it is upon 
this psychology that we draw (from our own observa- 
tions, or whatever other source) when we attack such 
problems as those in value and distribution which we 
have cited. Consequently it is only by adding signif- 
icantly to our knowledge of motives that the psychol- 
ogist can help us with our own theory; and here only 
so far as our explanations do imply certain incentives 
to economic conduct — not throughout the whole of 
economic theory. 

Another useful preliminary will be a comparison of the 
terms “ motive” and “ cause.” Since a motive may 
usually be described introspectively as an anticipation 
of a desired result, together with an apprehension of the 
causal sequence between some action in the agent’s 
power and the desired end-effect, it seems that the 


1 Compare Professor Taussig, Principles, chap. 54. 
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future event in some sense causes the present action, 
and the ordinary temporal sequence between cause and 
effect is reversed. ‘ Teleology”’ is apparently of a differ- 
ent order than “‘ cause and effect,” and in this distinc- 
tion Professor Veblen has found an occasion for reading 
economics out of the ranks of the modern sciences. Its 
logic, he says, is that of “ sufficient reason,” and it has 
no room for the more pervasive law of causation.! This 
is to take what Professor Holt calls the ‘‘ bead view ”’ of 
causation, which has been discarded in physics — the 
view that cause and effect push one another along in 
fragments like marbles in a row.? The more accurate 
functional concept of causation is perfectly consistent 
with human purpose and foresight. The cause, in either 
case, is simply the object or process of which the other 
process (the human behavior) is some kind of constant 
(mathematical) function. The anticipated future satis- 
faction may be a part of the cause of today’s labor, in 
that its realization is related to certain present signs 
which serve as the immediate stimulus to the laborer’s 
activity. An unprejudiced view of motive, therefore, is 
the whole situation — that the man is prepared to exe- 
cute some definite course of action with regard to some 
object or system of objects in his environment — his 
behavior is a function of that object. 

An economic motive is one which results in behavior 
that affects wealth, or in economic activity; tho the 
wealth need not necessarily be the stimulus or even part 
of the stimulus. It is a commonplace, even in economic 
texts, that the economic motives are often very complex 
when one looks beyond the desire for wealth — we want 
a certain position not only for the larger salary, which 
will partly mean an easier time for our wife, but because 

1 T. Veblen, “ The Limitations of Marginal Utility,’ Journal of Political Economy, 
vol. xvii, p. 623 (1909). 

8 E. B. Holt, The Freudian Wish (1915), pp. 157 ff. 
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we can live in the suburbs and appear to be getting on 
in the world and have Saturday afternoons off to play 
golf. Usually, possibly always, as economists we can 
safely shorten the expression and say ‘‘ The man’s mo- 
tive is to make money”; but, as the writer hopes to 
show, the economist will gain numerous advantages 
from knowing as much as possible about the whole 
formula. 

It is doubtless unnecessary to call attention here to 
the wider bearings which any real improvement of our 
knowledge of human nature has upon social welfare, 
altho it is hard to avoid being deceived by the abstract 
language of science into thinking of it as an “ academic 
question.”’ The economist, even tho he may have little 
taste for theory, will have no difficulty in visualizing be- 
hind the theoretical problems we have mentioned, such 
practical issues as tax systems, poor laws, judgments on 
trade policies, and all sorts of public regulations on busi- 
ness; such issues as state ownership of railroads or other 
means of production, and above all the old issue of col- 
lectivism or socialism. All these are argued partly upon 
rival theories of motivation, and in the question of 
socialism this element is especially large — what is con- 
stant and what is variable, and how is it variable, in 
human nature ?' The competitive order is to be justi- 
fied, if at all, upon the assumption that it provides the 
best stimulus to strenuous and economically directed 
efforts in that production of wealth which secures man’s 
command over nature, at the same time providing the 
maximum of personal liberty. If that hypothesis is 
unsound, equal distribution must be the just one. 

If we turn to the field of politics and government, we 
find questions of human nature as the inevitable legacy 
of Plato and his predecessors. Almost the chief problem 


1 See A. Wagner, Grundlegung der politischen Oekonomie, 3d ed. (1892), pp. 72 ff. 
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for schemes of international organization to keep the 
peace during the centuries has been — why do men 
fight ? If we examine the fundamental differences of 
opinion in ethics and education, we shall find that most 
of them might be reconciled by an accurate knowledge 
of the original elements in motives, and the true prin- 
ciples of their development. At any rate, doubts would 
be removed as to the best means of increasing knowledge 
and moral or socially desirable behavior; while many of 
the apparent divergencies between the rival ultimate 
aims would probably disappear. 

So far as psychology has really a place in economic 
theory, therefore, the results to which it leads us trans- 
late themselves into some of the gravest enterprises of 
life; and upon them the community does or should look 
to the economist for help. He is often despised, to be 
sure, as impractical, but he must comfort himself by the 
reflection that by investigations in “‘ pure theory ”’ time 
and effort are in the long run economized, because the 
undesirable results of some experiments which might be 
made in actual life (witness the Bolshevik laboratory) 
can be shown without the time and expense and misery 
of making the social experiment. It is about the same 
advantage that multiplication has over counting on the 
fingers — a short-cut through experiment. 

The most severely practical man, of course, is a theo- 
rist, in that he constantly works with principles which he 
believes true without verifying them in every instance. 
The practical man, in deciding for himself what should 
be done about the railroads or some other problem, is 
guided by his working theory as to the general run of 
men’s motives. If you ask him why he believes his own 
theory, he will say it is based on his own observation — 
he has not dealt with so many of his fellow-creatures for 
nothing. Doubtless there is much truth in this asser- 
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tion, but still, people do not realize how much the 
“common sense’”’ of their time owes to the scholarly 
and advanced scientific views of a few generations be- 
fore, which views are always, to a considerable extent, 
in harmony with everyday experience, but which are 
replaced by other philosophies that seem to account for 
still more of the facts. The conservation of matter and 
energy are common sense today, but in Priestley’s time 
they were not. To a later generation the transmutation 
of elements may be common sense, founded on daily 
experience, as it was supposed to be in the days of the 
alchemists. 

When we consider, then, the import which the real 
and elemental laws of human nature have (could they 
but be discovered) for our judgments and policies to- 
ward almost all our social institutions, we can better 
sympathize with the avidity with which both the lay 
and the scientific world seize upon any alleged discovery 
in psychology. The columns of stuff in the papers and 
magazines, and the somewhat more sober articles in the 
social science periodicals, applying in innumerable direc- 
tions the teachings of James, McDougall, Freud, Binet 
and so on, are not to be ascribed merely to a fad. 
Many of them, no doubt, are improper applications of 
doctrines which in themselves are false; but such wide 
notice of these theories, purporting to explain human 
nature more accurately than had the philosophy or 
common sense of former generations, is perfectly justi- 
fied by the great utility which more really accurate 
information on the subject would have. 

We are concerned here with the importations of new 
psychology into economic theory. Our foregoing re- 
marks as to the existence of a psychological content in 
theory and its implications are doubtless conceded to be 
true, if trite, but now we come to the real problems of 
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our paper. The issue is not, do we need any psychology, 
but do we need any more psychology, or any improve- 
ment on the psychology we are now using? “ Some 
unsettled questions ”’ are the following: Are the psycho- 
logical assumptions which the prevailing economic 
theory makes sufficiently valid ? Are they exemplified 
in the workings of real men’s minds and in their choices; 
or, if not universally true, do they hold of a sufficiently 
large number of men to make them adequate for the 
economist’s purposes? Or, if the assumptions now made 
are true as far as they go, can they be added to with profit 
to the science ? More specifically, is there anything new 
in the science of psychology which necessitates, if true, 
any change in economic theory ? If so, what is it and 
what changes does it imply ? As was said at the begin- 
ning, many economists are unconvinced that such im- 
portations as have been made are necessary or useful.! 

The course of the discussions on this point in economic 
literature is sufficiently well known so that the briefest 
chronological indication of it will be enough for present 
purposes. The German historical school began, soon 
after the middle of the nineteenth century, to dissent 
from the classical economists’ assumption of self-interest 
in the pursuit of wealth as a general human character- 
istic, and they have gathered numerous adherents in 
other countries from that time to this. In the United 
States, after the marginal utility theory had been intro- 
duced, a discussion was started, apparently by President 


Hadley in 1894,? as to whether that theory, and perhaps 


1 See the vigorous review by A. C. Whitaker of Fetter’s Eoonomic Principles in 
Political Science Quarterly, vol. xxxi, pp. 430-444 (1916); and Professor Carver's brief 
article on “The Behavioristic Man” already cited; also citations of opinions that 
psychologising is unnecessary for the economist in W. C. Mitchell’s ‘‘ Human Behavior 
and Economics,” Quarterly Journal of Economics, November, 1914. 

* A.T. Hadley, ‘“‘ Recent Tendenciesin Economic Literature,” Yale Review, Novem- 
ber, 1894; H. W. Stuart, “‘ The Hedonistic Interpretation of Subjective Value,” Journal 
of Political Economy, vol. iv, pp. 64-84 (1895); Veblen, articles cited in next reference; 
Davenport, Value and Distribution (1908), and others. 
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the whole of economic theory, did not need considerable 
qualification or change of view, on account of the doubt- 
ful validity of its hedonistic psychological assumptions. 
Professor Veblen, in the later ’90’s and in subsequent 
years called the established body of economic science 
such names as “ taxonomic ” and “ non-evolutionary ” 
because of its alleged hedonistic psychology and tele- 
ological philosophy,' and he has during that time been 
demonstrating how “evolutionary ”’ or “‘ genetic ”’ eco- 
nomics should be written.? In 1910 Professor W. C. 
Mitchell joined the attack on Veblen’s lines, armed with 
the eminent English psychologist McDougall’s dictum 
that “it would be a libel, not altogether devoid of 
truth, to say that the classical political economy was a 
tissue of false conclusions drawn from false psychologi- 
cal assumptions.’ More recently there have been sug- 
gestions toward revamping economic theory by means of 
certain modern psychological principles from Professors 
Hobson, C. H. Parker, W. F. Ogburn, B. M. Anderson, 
Jr.,C. H. Cooley, J. M. Clark, W. H. Hamilton and others. 
Professor Taussig‘ and some other eminent American 
theorists have recognized the important part which the 
psychology of instinct may play in certain economic 
phenomena — particularly in the contentment of indus- 
trial workers — but they have not seen that the cur- 


1 Thorstein Veblen, ‘‘ Why Economics is not an Evolutionary Science,” Quarterly 
Journal of Economics, vol. xii, pp. 373-397 (1898); ‘‘ The Preconceptions of Economic 
Science,” Quarterly Journal of Economics, vol. xiii, pp. 121-150, 396-426 (1899), and 
vol. xiv, pp. 240-269 (1900); ‘‘ The Limitations of Marginal Utility,”” Journal of Politi- 
cal Economy, vol. xvii, pp. 620-636 (1909). 

2 Theory of the Leisure Class (1899); Theory of Business Enterprise (1904); Instinct 
of Workmanship (1913), etc. 

* Quotation is from W. McDougall, Introduction to Social Psychology, 12th ed., 
p. 11 (1st ed. about 1908). Professor Mitchell’s article was ‘‘ The Rationality of Eco- 
nomic Activity,” Journal of Political Economy, vol. xviii, pp. 97-113; 197-216 (1910). 
He has since written several articles on realistic psychology for economists. See his 
“Human Behavior and Economics: A Survey of Recent Literature,” Quarterly Journal 
of Economies, vol, xxix, pp. 1-47 (1914), and “‘ The Réle of Money in Economic 
Theory,” Proceedings of the American E ic A iation (1915), pp. 140-161. 

4 Inventors and Moneymakers, 1915. 
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rent economic theory needed revision in the light of it. 
A number of still other writers, including Professor 
Marshall, have gradually changed their phraseology as 
to utility so as to avoid the implication of a hedonistic 
account of motivation.' Professor Fetter has done this 
with quite an air of reform, but neither he nor the others 
of this latter group have made any substantial change in 
the economic analysis as a result. The prevailing atti- 
tude seems to be that so far, no results of psychological 
research have been brought into economic discussion 
which call for any radical revision of theory; and there- 
fore we will use our accepted psychological postulates, 
which are abundantly verified by everyday observa- 
tion, until the psychologist brings forth in convincing 
fashion some revision of them which will make a real 
difference in our theory. 

In order to determine whether this conclusion is cor- 
rect, or whether it ends the matter until a properly 
accredited psychologist appears with some more signif- 
icant discovery, it is necessary to make an analytical 
examination of the general drift of the main criticisms 
and of the replies which affirm that no revision of eco- 
nomic theory is needed. The present writer believes 
that grounds will be shown for a further inquiry into 
the psychology of motives in the interests of econom- 
ics, and perhaps some irrelevant points of the criticism 
can be eliminated from further discussion. The criti- 
cisms (and replies to them) fall into about six counts, 
five of which are based on relatively “‘ new ” psychology. 

1. The Hedonistic Foundation. — The first point of 
criticism is that the hedonistic conception of “ utility,” 
the assumption that pursuit of pleasure and avoidance 
of pain are men’s fundamental motives, and the ac- 


1 See citations of changes in Mitchell’s article, “‘ The Réle of Money in Economic 
Theory ” above referred to. 
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companying presupposition that men customarily rea- 
son out the means available to them for securing pleas- 
ure and act so as to get the maximum of it, must all 
be thrown into the discard, because of the doom pro- 
nounced on them by psychology; and consequently 
economists should get a better psychological content to 
put into their place. On this point the critics have been 
agreed, tho they have gone on to very different points of 
reconstruction. Psychological hedonism has been under 
the fire of ethical writers for centuries, but the way its 
“ explosion ” came about in the science of psychology 
seems to have been about as follows: The instincts, 
animal and human, had long been studied and admired, 
but psychologists considered them unimportant in adult 
life until about the last quarter of the nineteenth cen- 
tury. Then several psychologists and biologists, notably 
William James and Jacques Loeb, began to attach much 
greater significance to these unlearned acts and reflexes 
as keys to psychological explanation. They also noticed 
the mechanical and automatic character of habit, and 
its pervasiveness in all human and animal conduct. By 
1890 James is publishing his great Principles of Psychol- 
ogy, wherein he discourses on the number and character- 
istics of the instincts he believes men to use throughout 
life, and on the similar mechanisms of habit. The neural 
basis of “ideomotor action”’ is a little vague, but here, 
he thinks, is another source of spontaneous, unreflective 
actions. And so, in his chapter on the Will, after ad- 
mitting the usual force of agreeableness and disagree- 
ableness in promoting behavior, he says: 

So widespread and searching is this influence of pleasures and 
pains upon our movements that a premature philosophy has decided 
that these are our only spurs to action, and that wherever they seem 
to be absent, it is only because they are so far on among the “ re- 
moter ”’ images that prompt the action that they are overlooked. 


This is a great mistake, however. Important as is the influence 
of pleasures and pains upon our movements, they are far from being 
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our only stimuli. With the manifestations of instinct and emotional 
expression, for example, they have absolutely nothing to do. Who 
smiles for the pleasure of smiling, or frowns for the pleasure of the 
frown ? Who blushes to escape the discomfort of not blushing ? 
Or who in anger, grief, or fear is actuated to the movements which he 
makes by the pleasures which they yield? In all these cases the 
movements are discharged fatally by the vis a tergo which the 
stimulus exerts upon a nervous system framed to respond in just 
that way. The objects of our rage, love, or terror, the occasions of 
our tears and smiles, whether they be present to our senses, or 
whether they be merely represented in idea, have this peculiar sort 
of impulsive power. The impulsive quality of mental states is an 
attribute behind which we cannot go. Some states of mind have 
more of it than others, some have it in this direction and some in 
that. Feelings of pleasure and pain have it, and perceptions and 
imaginations of fact have it, but neither have it exclusively or 
peculiarly. ... 

If in these our first acts pleasures and pains bear no part, as little 
do they bear in our last acts, or those artificially acquired perform- 
ances which have become habitual. All the daily routine of life, our 
dressing and undressing, the coming and going from our work or 
carrying through of its various operations, is utterly without mental 
reference to pleasure and pain, except under rarely realized condi- 
tions. It is ideo-motor action. As I do not breathe for the pleasure 
of the breathing, but simply find that I am breathing, so I do not 
write for the pleasure of the writing, but simply because I have once 
begun, and being in a state of intellectual excitement which keeps 
venting itself in that way, find that I am writing still. . . . 

Or what shall be said of a shy and unsociable man who receives 
point-blank an invitation to a small party ? The thing is to him an 
abomination; but your presence exerts a compulsion on him, he can 
think of no excuse, and so says yes, cursing himself the while for what 
he does. 


No account need be given here of the development of 
these doctrines at the hands of McDougall, Thorndike, 
and others, for James’s conception of instincts, emo- 
tions, habits as the prime movers to action, distinguishes 
the “functional psychology” which was the scientific 
basis of the economic critics’ repudiation of hedonism. 


It is true that present-day psychologists do not use 
1 Principles of Psychology, 1890, vol. ii, chap. xxvi. Quotations made from the 


Briefer Course, pp. 445-447. As to the divorce of habit from pleasure-pain motiva- 
tion, the same point is made by J. 8. Mill, e. g., Logic, Bk. VI, chap. ii, § 4. 
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“ pleasure ” and “ pain ”’ in the inclusive sense of the 
older writers, since pain is now restricted to a definite 
sensation, codrdinate with touch, taste, etc.; but the 
modern “ feeling-tones ’’ of pleasantness or unpleasant- 
ness, which coéxist with most sensations, may be 
substituted without confusion for the older terms of 
pleasure and pain in discussions of motivation theory. 

Now if instincts and habits cause human action in 
this unpremeditated way, and if the instincts are as 
various, and habit (or custom, fashion, etc.) are as om- 
nipresent as these new psychologists represented, the 
critics reasoned, then it follows that man is not typically 
the rational being, acting for anticipated pleasant ends, 
that we had supposed him, and economic theory is seen 
to take a very incomplete view of the real process of 
economic behavior. This basis of criticism fitted in 
admirably with the agnostic views on business enter- 
prise and consumption to which Professor Veblen had 
come from other angles, and so, by identifying the 
economist’s concept of utility, sometimes with the con- 
sumer’s personal “ sensuous ”’ gratifications, and some- 
times with a broad social view of utility, he was enabled 
to argue in downright fashion that modern industrial 
activity, and especially business profits, bear little rela- 
tion to the ultimate utilities which are being produced.' 

Another objection to the hedonistic theory of motiva- 
tion, which has been made by moralists from time im- 
memorial, is based on the acknowledged existence of 


1 E. g., “ The hedonistically presumed final purchase of consumable goods is habit- 
ually not contemplated in the pursuit of business enterprise. Business men habitually 
aspire to accumulate wealth in excess of the limits of practicable consumption, and the 
wealth so accumulated is not intended to be converted by a final transaction of purchase 
into consumable goods or sensations of consumption. . . . If, in fact, all the conven- 
tional relations and principles of pecuniary intercourse were subject to such a per- 
petually rationalized, calculating revision, so that each article of usage, appreciation, 
or procedure must approve itself de novo on hedonist grounds of sensuous expediency to 
all concerned at every move, it is not conceivable that the institutional fabric would last 
over night.” Veblen, “ The Limitations of Marginal Utility,” Journal of Political 
Economy, vol. xvii, pp. 634, 636. 
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altruistic motives, in which the interests of other people 
than the agent, or the furtherance of some abstract ideal, 
are sought at the cost of the agent’s own happiness. 
Economists are always reproached for their assumption 
of self-interest. But such objections are against the 
theory of universal egoism, not against universal psy- 
chological hedonism, and the two theories call for very 
different analyses. The man who sells all his goods to 
give to the poor may do so for the sake of the greater 
satisfaction or pleasure he obtains from doing it than he 
would from not doing it; or he may act in the same way 
impulsively, without the least thought as to how it will 
make him feel. What the external and social effects are, 
of egoism as compared with altruism, or the intermedi- 
ate gradations, are of course open to non-psychological 
investigation. As Professor Carver says, there is little 
doubt whether the complete egoist or the partial egoist 
makes the better father and citizen,' but if we decided 
that we wanted to change people’s motives in any re- 
spect, it would be useful to know something about the 
instincts or means of attachment of pleasure which 
make them act as they do. 

The earlier attacks of the historical school on classi- 
cal economics had been on the ground that the latter 
assumed a too universally selfish pursuit of wealth; their 
researches having shown that under other social institu- 
tions, other motives were stronger than this one is in 
modern commercial nations. This objection may best 
be considered later with another group relating to the 
effects of institutions. 

The first effect of the psychological reaction against 
hedonism, above described, upon economic theory was 
criticism of the marginal utility theory of value.? Jevons 

1 Essays in Social Justice, chap. iii (1914); Principles of Political Economy, chap. iii 
(1918). 

2 See Hadley, op. cit.; Stuart, op. cit., etc. 
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had rubbed in the hedonistic calculus in his presentation 
of the value theory, and the Austrians and other ad- 
herents of the theory spoke, as a matter of course, of the 

“* pleasures ”’ and “ satisfactions ’’ which valuable goods 
mean. Nice calculations of small quantities of utility 
or pleasure also seemed rather essential to the theory. 
Hadley’s qualification to these assumptions was based 
more on his own observations as to the number of unre- 
flective, customary acts in every-day life than on new 
psychology, but the functional peychalogy inereased the. 
doubts as to the generality with which deliberate and. 
careful valuations are made, such as the marginal utility 
theory seems to call for. _The heroic lengths to which 
the search for improved psychology to sustain economic 
explanation could go, is illustrated by Professor Whit- 
aker, who relates that an enthusiast seriously argued 
to him that the motor-car manufacturer puts stronger 
and softer springs on his machines, not because of the 
expected utilities to the consumers, but for the sake of 
his “‘ entrepreneurial self-realization.”’ ! 

It was easy to answer the objections at this stage, and 
to show the independence of value or other economic 
theories from any assumption that men merely seek 
pleasure and try to avoid pain. All we assume is that 
men want goods, concrete objects and services. There 
is no doubt about that; and we simply take whatever 
wants may happen to exist, as our motivation premises. 
Very likely people want shotguns because of their hunt- 
ing instincts, and prayer rugs because of their super- 
stitious customs, etc.; but whatever their wants are, 
some kind of material means, or wealth, are required to 
satisfy them. Likewise we observe that people learn 
what are the means for encompassing their desires; and, 

1 Op. cit., p. 430. Marion Parris in a Byrn Mawr thesis, “ Total Utility and the 


Economic Judgment " (1909) criticizes the psychology of economic theory from the self- 
realization point of view. 
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whatever the mental operations involved, they cer- 
tainly do choose among their limited means so as to 
satisfy their most urgent wants. The ends may be in- 
stinctive or arbitrary, but the means are sought intel- 
ligently, economically. In the case of mechanically 
habitual acts, there was some deliberation at the time 
the habits were formed, and hence these were based 
originally upon preference among alternative courses. 
If the habits come to be unsuitable, through changes in 
the situation, and give strikingly uneconomic results, 
the agent is aroused to renewed deliberation and asser- 
tion of choice. Our theory is not dependent on any 
particular degree of rationality in the choices, nor on any 
special wisdom in the desires. Our “ utilities ” are not 
confined to sensuous satisfactions, nor yet to the wants 
which are ideal from the social point of view. The 
utilitarian psychologists and the classical economists 
never limited “ pleasure ” to sensuous personal bodily 
pleasure. All things which are in fact by mortals de- 
sired were considered pleasures by them, and their lists 
of desires read marvelously like the modern lists of in- 
stincts. The wants connected with ostentation, which 
Veblen has so well characterized, are amenable to our 
theorizing — in fact the critics themselves seem to con- 
sider these desires as among the strongest motives in 
the pursuit of wealth. As to rationality, we know that 
people usually are capable of following cause and effect 
in business far enough to see where they can get the 
most pay for what they have to sell. The kind of ration- 
ality which the critics accuse us of assuming is a com- 
plete knowledge of all facts in the universe, to which we 
plead not guilty. 

As to our general theory of motivation, the reply goes 
on, all that economists ever needed to say is that most 
men try to get the largest possible amount of wealth for 
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the least cost, which assumption is borne out by obser- 
vation, and has not been shaken by anything we have 
heard from psychology. No doubt some economists 
have said that men desire happiness or pleasure, but 
what we really presume is that men want wealth, which 
is the generalized means of realizing what wants as con- 
sumers they may have. In general, with regard to the 
qualifications of our assumptions necessitated by mo- 
tives which do not express themselves in wealth-seeking, 
or by defects of knowledge of people’s own interests, 
etc., these qualifications are usually such as cannot be 
reduced to any -genéral principles, and the undue 
emphasis of them simply leads:to agnosticism. 

Therefore; say the defenders, the old, and rather con- 
venient, ‘hedonistic phraseology. may be dropped from 
economics without. impsiring the validity of our anal- 
ysis. The present: writer believes that modern psy- 
chological -work, especially upon the “conditioned 
reflex,” tends largely to validate the associationist and 
“ hedonist ” psychology, as well as to enlarge it; but 
that is a consideration beyond the scope of this paper, 

2. Costless. Production, —But these doubts reach 
deeper than the theory of Value. They affect all prob- 
lems of economic theory where principles of motiva- 
tion are involved, especially those of distribution. The 
doctrine of motivation implicit in the classical and 
modern ‘economics is that men in general.seek the 

1 ee B&hm-Bawerk, Positive Theorie des Kapitales, 3d ed. (1912), 2d half-volume, 
pp. 310-330, who answers the criticisms on value theory in this fashion; also Whitaker, 
op. cit., and Davenport, op. cit., who argue about as stated above. Marshall, Principles, 
Bk. I, chap. ii, explains the economist’s treatment of motives similarly. 

Most authors of economic principles, to be sure, do feel called on to give some ac- 
count or analysis of the various human wants or motives, especially Continental writers. 
The Austrian Cuhel in 1907 published a fair-sized volume devoted to such classifications, 
explaining, as usual, that the ultimate force of wants is in the feelings of pain and pleas- 
ure. (Die Lelire von den Bediirfnissen, Theoretische Untersuchung fiber das Grens- 
gebiet der Oekonomik und der Psychologie, Innsbruck, 1907, 310 pp.) Wagner's long 


analysis of economic human nature is still one of the best in any scientific treatise (op. 
cit., Bk. I, Pt. I, pp. 70-136). 
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largest material gain for the least sacrifice, and that their 
knowledge of ways and means is such that, on the whole, 
in competitive activity they do accomplish what they 
seek. Labor is irksome, and this irksomeness can be 
overcome only by threats or rewards. If it should turn 
out, however, that men are pushed into productive 
activity from behind, by their nature, fully as much as 
they are lured from the front by their pay, then our 
economic explanations lose considerable of their cogency 
as well as much of their accuracy. 

The critics could admit most of the foregoing reply, 
and still maintain that the fall of hedonism necessi- 
tates substantial readjustments in economics. The next 
point of criticism accordingly is that men want, not only 
goods, but activity. Work itself is a utility to them. 
So that economics, in reasoning that production hangs 
on the wants for goods, is again telling no more than a 
half-truth. The power of instincts and custom, or pub- 
lic opinion, should be utilized for inducing production 
and saving at less cost to society. Inequality of wealth 
can thus be mitigated by the prevention of the large 
prizes from piling up on people who have already more 
than they need. Inventors, artists, patriots, leaders of 
industry would do their best work, even if they received 
only comfortable living wages; it is in their nature 
to put forth ceaseless activity in those directions, be- 
cause their springs of action “‘ are wound up that way.” ! 
How absurd, then, to let them accumulate and dissipate 
big fortunes, because of their luck in possessing apti- 
tudes which are worth so much to their fellow-men. 
Even the multitude of us, who do not have such full and 
free creative bent, do a great many things in which we 
have no pleasure or even would gladly avoid, just be- 


1 See Taussig, Inventors and Moneymakers, for a statement, tho not a defense, of 
this theory. 
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cause we don’t want to seem “ queer.” We could be 
kept doing our best by public opinion and our own sense 
of good will, without being paid according to the pieces 
of work we turn out. Most of our capital, in modern 
times, is accumulated automatically, both by rich and 
poor, without conscious reference to the rate of in- 
terest. Hence modern psychology points the way to 
means of stopping the “ rent’ or “ surplus ” of natural 
ability or involuntary saving from going to. people 
who do not require it to induce their contributions of 
services.: Such suggestions, of course, are common 
among socialists. 

The reply is that part of the supply society wants, 
either of work or of saving, would doubtless be forth- 
coming if there were less reward than at present, or none 
at all; but not the whole amount would be had. It is 
true that some fish are caught and some chopping of 
wood done, just for the “ fun ” of the occupations; and 
much other production could be motivated by less re- 
ward than the producers get now. But the output of 
these enthusiasts would not go far toward supplying the 
whole community; in order to get the full amount de- 
sired, it is necessary to pay all producers or all savers the 
rate which we have to pay the most reluctant one. The 
most effective way we know to increase our stock of 
wheat or coal or pork, even in war-time, or to get loans 
to finance the war, is to offer a higher price for all units 
of the supply, tho that means abnormal gains to some 
producers. As to taking such differential gains by taxa- 
tion, we can do that when the differences are due to 
differing expenses of production; but where the differ- 
ences are in personal ability or diligence, it is impracti- 

1 Substantially this is the argument of J. A. Hobson, Work and Wealth: A Human 
Valuation (1914). Other theorists who believe capital is accumulated automatically do 


not usually draw the above inference, but it is inevitable. See Taussig, review of 
Kleene’s Profit and Wages, Quarterly Journal of Economics, August, 1917. 
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cable if not unjust to bribe the unworldly performer less 
than the grasping one.! 

Another line of reply is that if you subsidized these 
various artists with a comfortable living regardless of 
their products there would be no assurance that they 
would devote their talents to works that other people 
most wanted. When their subsistence depends on the 
salability of their products the resulting activity may 
be distasteful to the artists but it is more certain to 
satisfy the wants of a number of their fellow-beings. 

3. Industrial Peace. — A recent variation in the ap- 
plication of the instinct psychology to economics, one 
which brings to bear the Freudian teachings, is the warn- 
ing that economists should consider the effect of forms 
of industry upon the workers’ fundamental instincts. 
When the work stifles these instincts and baffles their 
free expression, as for instance the specialized routine 
of semi-automatic machines defeats the attendants’ 
creative bent, then the baffled impulses force their ex- 
pression in violent outbursts, inattention, rebelliousness, 
sabotage.. Workaday tasks may thus be the causes of 
innumerable nervous afflictions such as Freud has 
studied, leading to various forms of mania. It was con- 
tended that the waves of strikes and industrial unrest 
in the years 1915 and 1916 might be accounted for along 
these lines. If economists acquainted themselves with 
the nature of the important human instincts, therefore, 
they could give better advice on labor problems.? In 
similar fashion, other elements in the economic situation 


1 See Professor T. N. Carver, “‘ The Behavioristic Man,” Quarterly Journal of Eco- 
nomics, vol. xxxiii, pp. 195-199 (191&); and ‘‘ The Place of Abstinence in the Theory 
of Interest,” ibid., vol. viii, pp. 40-61 (1893); also Professor J. M. Clark, ‘‘ Hobson's 
Work and Wealth,” review, Quarterly Journal of Economics, November, 1914. 
Marshall, Principles (6th ed.) Bk. IV, chap. iii, §§ 5 and 6, notes the existence of sur- 
plus to certain savers and laborers. 


2 See Carleton H. Parker, ‘‘ Motives in E ic Life,” Pr dings of American 
Economic Association, 1917, pp. 212-231. 
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might be considered as to their effects on people’s in- 
stincts, in an estimate of their contribution to human 
welfare. 

The answer is that such investigations are doubtless 
important, but they fall only to a very limited extent 
within the scope of economic theory. Economics must 
not be confused with the whole of social science and art, 
and as to the recent industrial unrest, we may believe 
that rising prices had a good deal to do with it.1_ Econ- 
omists hardly need to be told now that there is no one 
specifically economic motive, and that the relations of 
employers and laborers are concerned with many other 
human factors than the rate of wages, but it is believed 
that this is a special phase of economic investigation 
which must be studied empirically.? The connection of 
the psychology of instincts with these problems, how- 
ever, has been given attention by two of the most 
eminent American economists, outside their general 
treatises * and the presentation of it to the business and 
labor world is assured by students of labor problems.‘ 
Another prominent economist has published’ his own 
theory of the psychology of instinct and emotion, with 
side-views at the Freudian doctrines, without as yet 
drawing any social applications.® 

Provided the instinct theories on which these labor 
welfare views are based hold their own in the psycholog- 
ical world, there is every reason to believe that a large 
and useful body of knowledge will arise, which may in 


1 Fetter, Discussion of Parker’s paper, Proceedings of American Economic Associa- 
tion, 1917, pp. 231 ff. 

2 E. g., Keynes, op. cit., chap. iv, § 3, and R. F. Hoxie’s Trade Unionism in the 
United States, reviewed by Ordway Tead, Journal of Political Economy, vol. xrvi, 
p. 763 (1918). 

* F. W. Taussig, Inventors and Moneymakers (1915); Irving Fisher, ‘“‘ Health and 
War,” Presidential Address, American Association for Labor Legislation, 1918. 

4 See the recent book by Ordway Tead, Instincts in Industry (1918), which was 
inspired by Prof Parker's teachi 

5 Simon N. Patten, ‘‘ The Mechanism of Mind,” Annals of American Academy of 
Political and Social Science, vol. Ixxi, pp. 202-215 (May, 1917). 
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time find its place in economic theory. It is in too neb- 
ulous a state to do so now. 

4. Sums of utility misleading. — Another criticism 
of the current economic theory from a psychological 
standpoint, which is not based especially upon new 
discoveries, is an accusation that many of the current 
statements of the marginal utility value theory are 
inconsistent with the psychology presupposed by that 
theory. We refer to the expositions relating to sums 
of utility, and the transition from individual utility 
scales to general demand schedules. Upon the princi- 
ple of diminishing utility, the contemporary inequality 
of incomes among different people makes it impossi- 
ble to assume that equal money demands in the 
market for commodities represent equal utilities to 
the various people who are demanding. Five dollars 
offered by a millionaire for a poodle’s collar does not 
approach the utility of five dollars worth of flour to 
a laborer. So long as the discussions are confined to 
subjective utility schedules, or to general money demand 
schedules, the value theory is satisfactory to this critic; 
but when the notion is smuggled in that the dollars in 
the general demand schedules represent equal marginal 
increments of utility, and the inference is suggested 
that the present competitive system directs productive 
agents into making the goods which have greatest utility 
to the whole community, the critic does strenuously 
object. If incomes were equal, production would be 
turned away from collars for poodles and private yachts, 
and the multitude of expensive luxuries, toward things 
which have greater utility to poorer people. Cultivation 
by economists of realistic psychology would cause them 
to avoid any degree of speaking in such fashion.! 


1 See B. M. Anderson, Jr., and the writers he mentions: Social Value (1911), esp. 
chap. 5, and The Value of Money (1917). Cf. P. G. Wright, ‘ Total Utility and Con- 
sumers’ Surplus under Varying Conditions of the Distribution of Income,"’ Quarterly 
Journal of Economics, vol. xxxi, pp. 307-318 (1917). 








RECENT PSYCHOLOGICAL DEVELOPMENTS 407 


It is admitted that differences of wealth do, indeed, 
prevent us from arguing that competitive distribution 
necessarily gives maximum satisfaction,! but, since usu- 
ally money events affect the various social classes in 
about equal proportions, a general correlation between 
dollars and utilities may be assumed. And, looking be- 
yond the mere satisfaction of consumption to the moti- 
vation which it involves, we may find that the poodle’s 
collar induces more productive effort for society in gen- 
eral than does the barrel of flour in the poor man’s home. 
If it happened that a great manufacturer wanted an 
expensive and nearly useless summer home, and, if he 
could not have it, would rest on his oars instead of 
scheming how to make motor cars or shoes cheaper, the 
community as a whole may derive great utility from that 
summer house, through the services it motivates. 

5. Social Character of Demand. — Returning to crit- 
icisms based upon non-hedonistic psychology, we find 
a line of social psychology criticism. This has its roots 
in the phenomena of instinct and habit, above alluded 
to; for tho the name “ social psychology ” embraces 
many wonderful doctrines, the chief terms of their ex- 
planations are inborn propensities and the power of 
custom to influence individual action. Imitation, sug- 
gestion, tradition, fashion, sympathy, emulation and the 
like are the entities we meet, and they are classified and 
pedigreed according to the author’s apprehension of the 
fundamental tendencies. By means of these original 
or instinctive structures in the individual’s mental ap- 
paratus, the psychic lives of all members of a society 
interact and mutually determine one another. The 
principles so worked out by social psychologists are 
used in this case to account for the stability and inertia 


1 E. g., Marshall, Principles (6th ed.), Bk. V, chap. xiii, § 5. Cf. ibid., Bk. I, 
chap. ii, § 3; and Bk. III, chap. vi, § 3. 








408 QUARTERLY JOURNAL OF ECONOMICS 


of economic demands, and more particularly to make the 
point that demands are instilled into the single person 
by the group of people whose lives in any way touch his. 
Demands for economic goods are instilled partly through 
the moral, legal or aesthetic “ values,” which are swayed, 
in any individual, by the whole thought of his group. 
The extent of rational action by the individual, with 
reference to the actual effect of material goods upon his 
personal welfare may also be discounted on the same 
grounds. The supposition that the individual best 
knows his own interests, and the means of realizing 
them, tends to be discarded. Sometimes the assertion 
is made that a man’s choices and behavior are entirely 
at the mercy of the social and material environment into 
which he happens to be born.' 

The criticism is then made that the prevailing eco- 
nomic theory is based on a monadistic psychology; each 
consumer developing his own wants independently, and 
carrying them about in a suggestion-proof container; 
and it therefore considers social phenomena as the mere 
summation of individual choices. But the single per- 
son’s choices are so swayed, even in the marketplace, 
by suggestion, by what he thinks other people want, 
that we must consider market value to be a social 
choice; the value set upon goods by the whole inter- 
acting social mind. This conception is supposed to 
account for sudden variations in objective or market 


1 “ Scientific knowledge of mental and physical health . . . is undermining the idea 
that each individual is the best judge of his own desires . . . [the individual] can make 
nothing out of the world that the world does not first make out of him; he cannot even 
desire of the world, save as it has taught him to desire. He is limited by the range of 
stimuli that have come within his experience. He is at the mercy of whatever system 
he happens to be born into for creating, transmitting and directing stimuli. The slum 
tenement, the hill farm, the school, the church, the newspaper, the advertisement . . . 
all are parts of this system which determines men by determining the stimuli to which 
they are exposed.” J. M. Clark, “‘ Economics and Modern Psychology,” Journal of 
Political Economy, vol. xxvi, pp. 6, 11 (1918). Professor B. M. Anderson also teaches 
that “ the individual" is a misleading conception, since he is so largely a social product. 
The writings of Professor C. H. Cooley on social psychology have been very influential 
in impressing this point on a group of American economists. 
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values, in panics, booms, fashion epochs, which are in- 
comprehensible in terms of the little units each calculat- 
ing private utilities. 

Moreover, it is said, since the influence of deliberate 
suggestion is so strong in molding demands (witness 
the various businesses of promotion, salesmanship and 
advertising), economics needs a “ theory of economic 
guidance,” or of direction of wants, showing how actual 
wants may be made to coincide with real social needs.? 
Of course such a theory of guidance must be based on 
the best attainable social psychology. 

The reply to this line of criticism is that such social 
influences affect economic values and behavior, only 
through the objective choices of individuals, and they 
are thereby brought within the range of ordinary value 
theory.* Suggestibility may be a powerful agent in 
determining choice; tho doubtless much of the so-called 
suggestion is merely enlightenment as to opportunities 
for securing satisfactions. No one doubts that choice 
depends upon knowledge of the means of getting utili- 
ties. It is questioned if the mature person’s wants 
(which are those affecting economic matters) are as 
much the prey of suggestion, or if the ordinary man is as 
much of a jellyfish, as the critics make out. As to the 
guidance of wants, religious and moral leaders have 
always made that their business, and they will un- 
doubtedly use the best psychological light they can get. 

6. Institutional Economics.— We are now better 
able to appreciate the nature of Professor Veblen’s crit- 
icism, made twenty years ago and repeated at inter- 

1 B. M. Anderson, Jr., books cited, and “ Price-Fixing and War Finance,” Proceed- 
ings of the American Economic Association, 1917, pp. 240-242. 

2 The second, or constructive, part of Professor J. M. Clark’s paper cited above, on 
“* Economics and Modern Psychology,” outlines a “‘ theory of economic guidance.” 
Journal of Political Economy, vol. xxvi, pp. 136-166. 


* See R. B. Perry, “‘ Economic Value and Moral Value,” Quarterly Journal of 
Economics, May, 1916. 
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vals since, that economics is ‘“‘ non-evolutionary ” and 
“taxonomic ”’; and also the more modern demand for 
an “ institutional economics.’’ Veblen’s arguments are 
never easy to follow: these on genetic economic theory 
seem to be among his most obscure. And the papers of 
Professor W. C. Mitchell, making much the same argu- 
ments, tho clearer, are not generally well understood. 
Since the preliminary step of this line of objections is to 
accuse current economic theory of hedonism, the latter’s 
defenders have considered themselves done when they 
proved their independence, by showing that they assume 
only the facts of choice, and care nothing as to why the 
choices are made. 

Veblen admits, however, the effectiveness of the cur- 
rent theory for most of the purposes to which it is so far 
put. What he says to us in effect is this:? You are 
doing fairly well what you undertake to do, in spite of 
your bad psychology, but you are not undertaking 
enough. Your theory shows how whatever choices 
happen to exist, work themselves out in the modern 
business world, taking all its conventions and arts for 
granted. The hedonistic manner of calculating utilities 
happens to be much the same as the business style of 
calculating profits, especially in the processes of produc- 
tion (tho the scheme has little exemplification in con- 
sumption), and so you have not gone so far wrong as you 
might have in a science of business. 

But with your old hedonistic preconceptions you will 
never get any further than things as you find them. 
Any predictions you make as to the effects on economic 
phenomena of certain arbitrarily supposed states of the 
arts or social or governmental conditions (for example, 


1 Especially “‘ The Rationality of Economic Activity,” Journal of Political Econ- 
omy, vol, xviii, pp. 97-113, 197-216 (1910). 

® See his three articles cited above: “‘ Preconceptions,” ‘“‘ Economics not an Evolu- 
tionary Science ” and “ Limitations of Marginal Utility.” 
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different institutions as to property), are well-nigh 
worthless because you suppose men primitively and in- 
trinsically to be the shrewd and rational economizers 
that you find in the modern down-town office. Your 
conjectural history of savages swapping nuts and apples 
according to marginal utility calculations, and your 
expositions of economic principles in terms of psychic 
income, are the fruits of this delusion. If you had culti- 
vated better psychology and anthropology, you would 
know that people’s decisions are not determined, except 
within very wide limits, by considerations of the primi- 
tive or absolute pleasure pain utilities, or by unbiased 
reasoning as to the properties of external goods in rela- 
tion to men’s wants. The “ facts of choice” at any 
time depend chiefly upon men’s native instincts inter- 
playing with the great body of customs and current 
technology and common-sense philosophy that have 
been handed down to them; above all by the kind of 
prowess held in most esteem. The very capacity for 
reasoning and calculating in economic affairs, which you 
suppose to be innate, is the product of the more refined 
perceptions of economic cause and effect that are made 
possible by the use of money. 

You admit that our constant associations with money 
values in business life cause us generally to think ob- 
viously expensive things more beautiful than inex- 
pensive things, and to pay more respect to wealthy 
neighbors than to poor ones. We are constantly buying 
things we don’t need because we find them going at a 
bargain. Yet you fail to see how manifold are the 
other ways that our culture colors and directs our ways 
of thinking. The technical processes you see about you, 
the government and business usages now in vogue, came 
about in some way that you leave to others to explain, 
and into them you fit your cunning welfare-desiring 








412 QUARTERLY JOURNAL OF ECONOMICS 


savage. And you suppose that into any future society, 
under other laws, mores and arts of workmanship, the 
men of that time would bring the same processes of 
valuation, the same enthusiasms and utilities, the same 
standards of what is reasonable and efficient and worth 
while that the men of today possess. 

‘The upshot of it all is that your help in guiding the 
community’s economic affairs will never begin to realize 
its possibilities until you reach a more complete under- 
standing of economic activity; which understanding 
must include a knowledge, derived partly from modern 
psychology and anthropology, of how institutions and 
the basic instincts mold the industrial routine, and 
how the latter becomes in its turn an institution which 
helps to mold the mind of the rising generation. This 
is the cumulative sequence or evolution in economics, 
comparable to the evolution which other modern 
sciences study in their fields.' 

In some respects, the historical school’s criticism of 
classical economics was in this same vein — alleging an 
underestimation of the force of custom, convention and 
other motives beside that of making the most money for 
the least effort. Knies said that universal altruism was 
as valid an hypothesis as universal egoism; and Fred- 
eric Harrison in England reminded the classicists that 

In vast permanent societies in long ages of history, populations 
such as the Egyptien and Indian, under a strict caste system have 
shewn an astonishing degree of industry, directly stimulated by 
habit, social feeling and religious duty; and in a very slight degree 
by personal desire of gain. In religious societies, under very dif- 
ferent kinds of faith, very active industry on a scale quite decisive 


as an experiment has been stimulated by purely religious motives. 
Some of the most splendid results of industry ever recorded — the 


1 Professor W. H. Hamilton has also argued that theory should take this turn. See 
his “‘ The Price System and Social Policy,” and ‘“‘ The Place of Value Theory in Eco- 
nomics,” Journal of Political Economy, vol. xxvi, pp. 31-68, 395-400 (1918). Pro- 
fessor J. M. Clark’s article above quoted leans in the same direction. W.Sombart’s 
work is a partly theoretical account of the evolution of capitalism. 
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clearing of wildernesses; vast public works such as bridges, monu- 
ments and temples; the training of whole races of savages into habits 
of toil— have been accomplished by purely religious motives by 
monks, missionaries and priests. 

Opposed to such persuasions is the contention (sub- 
stantially that made by Mill) that our great aim at 
present is to analyze the economic order we are now 
living in, with human nature as we know it. This task 
is sufficient to occupy us for some time, and it is more 
important than is worrying about what primitive man 
may or may not have done.? Whoever understands the 
economic forces at work in our own day will not have 
difficulty in deciphering those in other forms of society. 
Our assumptions, of men’s efforts to get the greatest 
wealth for the least sacrifice, rationality in the applica- 
tion of means to this end, diminishing utility, etc., are 
sufficiently true of the general run of people in the 
modern states; and we have not had to wait on the 
development of the whole formula of economic progress 
before being able to give quite helpful advice upon such 
things as railroad rates, the currency and the tariff. 
That ambitious enterprise, the complete theory of 
economic development, will come when more is known 
about the whole process of social development; our 
present theory will undoubtedly fit into it quite as well 
as Veblen’s demonstrations of genetic economics. 

It is further urged, on the other hand, that the current 
theory is already an evolutionary theory, since the long- 
run survival of a nation depends upon its material prog- 
ress, and since economic science throws light on the 


1 Quoted in Keynes, op. cit., note, pp. 133, 134. 

Another Lewis Carroll might, indeed, work out a system of economics based on the 
assumption of universal and complete altruism, exhibiting the ‘‘trust’’ as a benevolent 
institution for relieving unfortunates of the root of all evil, and representing bargaining 
as a process of accommodating the other fellow by taking off his hands the care of his 
possessions. 

2 J. 8. Mill, Logic, Bk. V, chap. ix, § 3; T.N. Carver, Distribution of Wealth, In- 
troduction; J. M. Keynes, op. cit., pp. 166 ff. 
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most reasonable and efficient use of limited natural 
resources. It does not matter so much what any people’s 
actual instincts or wants are, as that they manage to 
control their impulses, and act more efficiently than 
their competitors. Reasonableness is a great weapon of 
survival, in the natural selection of peoples. Granted 
that large societies have existed at various times, built 
on religious or customary motives, where are those 
societies now? They are not inheriting the world as 
are the peoples who have adopted the system of com- 
petitive liberalism. Rationality may be partly a product 
of social evolution, but from this time on, any group 
that tries irrational variations will do it at their peril.' 
The same sort of reasoning vindicates the assumption 
of moderate self-preference in the pursuit of wealth, 
aside from the overwhelming testimony of observation 
that in business dealings practically all men do want to 
make as much money as they can. 

So much for the main lines of criticism on psycholog- 
ical grounds. The plausibility of the replies shows at 
once that psychologizing is not so imperative for the 
economist as it is sometimes represented. The he- 
donistic explanations which were formerly used by the 
classicists, and by nearly all economists until recently, 
are seen to be unessential to the economic theories they 
were supposed to have supported, and they have been 
dropped from recent writings, without damage to the 
economic doctrines themselves — at least in their static 
aspects. We can take as our ultimate data on the side 
of demand the “‘ facts of choice,”’ which account for the 
values of different goods, and assume through our own 
societies a universal moderate degree of self-preference 
in the accumulation of wealth (which, on account of its 


1 See Carver, “‘ The Behavioristic Man,” cited above. Cf. Walter Bagehot, ‘ Pre- 
liminaries of Political E my,” in E ic Studies, p. 80 (1880). 
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interchangeability, satisfies the most diverse instincts 
and habits), and we need not inquire further into the 
psychological. principles which determine that the 
choices shall be what they are. The pleasure and pain 
phrases were perhaps consciously used by the older 
writers just for purposes of convenient exposition, not 
for premises of investigation; in any case, the sup- 
posedly “ first principles ” of any science are likely to 
be less secure than its body of more particular proposi- 
tions, because the former are usually formulated long 
after the latter. 

Nevertheless the psychology of motivation may with 
advantage be cultivated by economists for the follow- 
ing reasons: 

Altho the process of valuation which the marginal 
utility theory describes doubtless does not depend upon 
the causes of the ultimate choices, yet that process is a 
purely psychological one, and the economist’s account 
of it should be in close harmony with the psychologist’s 
conception. 

Moreover, the great theorems of distribution, and 
even of production, as we have indicated, contain pre- 
dictions as to human motivation which give them much 
of their significance. It may be that these predictions 
are also independent of the reasons for ultimate choices, 
but let us, for illustration, examine the connection of the 
psychology of motives with the specific productivity 
doctrine in its most general form. Veblen calls this “a 
theory of valuation, and hence only of distribution,” 
but it is a partial theory of production also, since it tells 
why land and labor are devoted to producing certain 
things, wheat, for instance, and not certain others, rag- 
weed, for instance. 

The specific productivity theory is often criticized on 
the ground that it confounds the right of appropriation, 
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under certain property assumptions, with the principle 
of physical causation. To show that, under free com- 
petition and private property, the owner of one of the 
scarcer necessary elements in production can appro- 
priate a larger share of the product than the owner of 
one of the more abundant, is not to show that the total 
product was physically produced by the joint elements 
in the ratios which their remunerations bear to one 
another. As Professor Clark admits, when you get 
down to one man sawing wood, it is hard to apportion 
responsibility for the cutting between the man and the 
saw. Water is as necessary to the fattening of a hog as 
is corn, but in the specific productivity formula, the 
increased weight is produced by the corn alone. And 
80 on. 

But such criticisms arise from unfortunate statements 
of the theory. What its proponents mean is, that the 
consumers who want more of any product, say of pork, 
are not so much concerned with the physics and chem- 
istry of the fattening process as they are with finding 
what factor is, by its scarcity, holding up production, 
and with securing more of that factor. If we can get 
more corn, we shall have more pork; no more corn or 
similar feed, no more pork, tho we get oceans of water. 
Economically, the corn is the one thing necessary, the 
economic cause, if you like, of the larger amount of pork 
we want. For this reason we are willing to give up 
something valuable to get more corn, whatever may be 
our social institutions; but we will not pay anything 
for more water. In this way, any part of the utility of 
the finished product may be imputed to the elements 
necessary to produce it, according to their relative 
scarcity. 

But is its utility the only reason why we pay more for 
the corn than for the water? So far as our society is 
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rational, it is not. If neither supply can be changed by 
human efforts, there is no good reason for allowing an 
owner to appropriate the corn and charge us for it what 
the traffic will bear. We expect to pay higher for the 
scarcer materials in most cases because the supply can 
be increased by human efforts, and because those efforts 
will be more strenuous, the higher the pay. And these 
efforts will be directed to producing the materials which 
are scarcest, relative to the needs for them, because for 
such will the highest rewards be offered. That seems 
to be the common sense of the specific productivity 
theory. It is of little significance aside from its theory 
of motivation. 

In order that it may be used to justify private prop- 
erty and free competition to the fullest extent, on the 
ground that under these institutions the community’s 
productive resources automatically are devoted to sup- 
plying the goods which are most urgently wanted, it is 
necessary to assume that the larger money offer always 
means the greater human want. What qualifications 
of this assumption may be necessary is a psychological 
question, as we have seen. 

But in order that the theory may have any social 
interest at all, the assumption must be made that the 
more pay you offer men for a given product, the more 
of that product they will manage to supply you. This 
is the “ utilitarian ” theory of motivation. The pro- 
pounders of specific productivity usually apply this 
theory of motivation to human, as well as material 
agents, assuming that a relatively high level of wages in 
any occupation attracts numbers of workers into that 
occupation, by means of larger families within its ranks, 
or by greater efforts among members of other ranks to 
give their children or themselves the necessary training 
to enter the first, until equality of wages between occu- 
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pations is secured. Of course the “ utilitarian ” theory 
of human motivation is not the peculiar property of the 
specific productivity theorists, it is assumed in all the 
most important explanations and advices given by 
economists of all persuasions. There is no doubt that 
it is sufficiently life-like in modern society to make our 
explanations in the main sound. But if there are psy- 
chological possibilities of withholding an “ unproduc- 
tive surplus ” which it is not necessary to pay, to induce 
certain personal services, as critics claim, that is worth 
looking into. We now admit rather generally that there 
may be more economical methods (to society) for induc- 
ing the services of natural agents and monopolies than 
that of paying the owners who have been allowed to 
appropriate them, according to the full marginal utility 
of the agents’ services; and perhaps the same principle 
might apply to capital and to the rarer personal abilities 
— if there really are no marginal savers, and if the 
creative impulses are so strong. 

Of course we may be convinced that the “ utilitarian ” 
assumption is true of the race of men we know, and of 
that which the world has always known. For purely 
static purposes we may take it as a “ fact of choice,” 
and refuse any psychological ministrations from the 
institutional economists, with their jargon of ‘ pecu- 
niary culture,” “ prescriptive authority,” etc. Yet we 
are rather intrepid if we project such assumptions into 
the future, and insist that psychological research can 
never throw light on the question of what human nature 
might become under other institutions than those of the 
present or of the past. It may be there is no possibility 
of other perfectibility in mankind than in knowledge, 
which will be used in the service of cunning, but if we 
have any appreciation of the strength of custom and 
public opinion, we shall want to consider the psychol- 
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ogists’ dissections of habit and instinct, in our estimate 
of the future.' 

A multitude of dynamic propositions at once more im- 
mediately feasible and more fundamental for social im- 
provement, however, await upon a better knowledge of 
human nature than economists generally now possess. 
Such are those involving education of consumers’ de- 
mands, the stimulation of productive effort, and the 
avoidance of standards of consumption which are futile 
or harmful. If all people chose spontaneously to spend 
their incomes in the directions which are, in the long run, 
most beneficial to. themselves and everybody else, the 
millennium would be realized under the competitive 
order. All would work out according to the specific 
productivity ideal. And likewise in a collectivist society 
production and saving would be ultimately determined 
by consumers’ (voters’) demands, and so the millennium 
in this case too depends upon better standards of con- 
sumption. Very likely the luxurious demands of the 
rich would not divert so much productive power away 
from necessities in such a state; but most of us, social- 
ists as well as liberalists, will admit that the masses’ 
individual demands need considerable improvement. 
If we desire — not necessarily as economists, but as 
men having the social welfare at heart — to do some- 

1 The Comtean “hierarchy of science” supplies an interesting side-light at this 
point. The sciences, as Comte showed, may be arrayed in simple to complex order, 
corresponding to the relations subsisting in their subject-matter. If we start with the 
mathematical and logical sciences as the ‘‘ lower,’’ and proceed through the physical, 
biological, psychological and social sciences, we shall notice that each science for its 
completion presupposes most, if not all, of the results of all the other sciences ‘‘ below " 
it, but none of the laws of sciences “‘ above” it. We believe that neither Comte nor 
anyone else ever supposed that much fruitful and exact work in any of these fields must 
await upon any particular degree of completion of the simpler fields; but it is useful to 
remember this relationship, which signifies that any well-authenticated discovery in a 
simpler field, which is inconsistent with an assumption in one of the more complex, 
makes necessary the revision of the latter so as to harmonise with the former. Pasy- 
chology, for example, must adjust itself to all facts of the physiology of nervous tissue. 


This application of the Comtean formula was made by Richard Jennings, in his 
Natural Elements of Political Economy, London, 1855. 
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thing effectual toward improving consumers’ demands, 
we shall learn what we can about the psychology of 
wants. We shall go to the roots of customs, institutions 
and the other social influences, and by understanding 
the source and extent of their power over us, shall learn 
to harness that power toward making nature supply 
more freely the materials for realizing our ideals. Such 
study may not be economics, but it is certainly part of 
the social physiology which must be developed before 
social medical treatment can be most efficiently admin- 
istered. It is one of the fundamentals of the theory of 
welfare as related to wealth, which nearly all economists 
feel bound somehow to consider. 

The suggestion mentioned above, that current theory 
is sufficiently dynamic, because it simply works out prin- 
ciples of reasonable and economical use of resources, 
which must be conformed to if the group is not to be 
ousted from the world by another group which does con- 
form to them, must be borne in mind lest we make our 
theories too comfortably humanistic by overlooking the 
stonewalls of fact which we are about to bump our 
heads against. Altho correspondence to existing human 
nature is not the last criterion of economic theory, yet 
human nature is one of the elements which our active 
adaptive process has to work with, in adjusting our 
society to its physical environment. The best possible 
institutions (which we may have some hand in framing) 
must have a double adjustment — to the nature of man 
and to the nature of the physical universe. Our bodily 
structures also may not be as adaptive as those of some 
of our competitors, but in order to improve them, we 
must know the principles upon which they are organized. 

And so our tentative conclusion is that an accurate 
knowledge of the psychology involved in economic be- 
havior is needed in economic theory, not so much for 
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static as for dynamic purposes. It is needed for static 
theory if we want to be assured that our static theory is 
as complete and fundamental an explanation as the 
existing state of knowledge permits. But it is vital for 
dynamic theory, which looks beyond the existing con- 
ditions of wants, social structures and industrial devices, 
and prophesies what would be the result of various sup- 
posed innovations, if they were made. In this same 
fashion we have long predicted the probable results of 
hypothetical taxes and tariffs on production, distribu- 
tion, etc. If we can set up hypotheses as to ways of 
changing consumers’ demands, or producers’ springs to 
action, which psychological science shows to beplausible, 
and trace their effect on economic life, we shall be adding 
to the purely scientific theorems which the legislator 
or reformer may find helpful. And aside from the pos- 
sible applications to pure economic theory, such knowl- 
edge of motives is bound to be useful in the practice of 
social art. 

_ Z. CuarK DICKINSON. 

CamBrings, Mass. 











LATIN AMERICAN FOREIGN EXCHANGE 
AND INTERNATIONAL BALANCES 
DURING THE WAR 


SUMMARY 


The credit-exchange arrangements, 422.— Comparison of the course of 
exchange in the four leading countries, 425.— Buenos Aires and Monte- 
video exchange, 428.— The Argentine balance of international pay- 
ments, 431.— Quantity exports of meat and cereals, 436.— The Chilean 
trade balance, 438. — Nitrate, exports, production, prices, 439. — Ex- 
ports of coffee, 443. — Interest payments, 443.— Chilean exchange a 
depreciated paper exchange, 445.— The fall of the rate since the armis- 
tice, 448. — The new exports and industries of Brazil, 449. — The fall 
of Brazilian exchange, 453.— The decline of exports (and prices) of 
coffee and rubber, 455.— Comparison of trade balances of Brazil, 
Argentina, and Chile, 459.— Foreign borrowings of Brazil, 460. — 
Budgetary deficits, 462. — Inconvertible paper money, 463. — Interest 
payments, 464. 


I. Tae Excuance SITuATION 


To the student of international trade the experiences 
of Latin America during the war offer interesting ma- 
terial for analysis. Especially interesting is the course 
of foreign exchange. Exchange has fluctuated with a 
violence that would be impossible in normal times; and 
the fluctuations have occurred in response to commercial 
and financial changes particularly significant for these 
“‘ young countries,’ whose business of making a living 
consists chiefly in exchanging their raw produce for 
foreign manufactures, and whose capital is obtained 
almost entirely by foreign borrowings. 

So abnormal did the exchange situation become in the 
later stages of the war that in some cases “ credit- 
exchange ”’ agreements were resorted to at the solicita- 
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tion of the United States and the Allies. In January, 
1918, Argentina entered into a ‘Grain Convention” 
with Great Britain and France, whereby a credit of 
$200,000,000 was granted to those nations to finance the 
purchase of 2,500,000 tons of Argentine wheat of the 
1917-18 harvest. Shortly afterwards a similar credit 
fund was extended by Argentina to the United States, 
for $40,000,000. In February, 1918 the Uruguayan 
congress sanctioned a credit of $15,000,000 to Great 
Britain; and in July, one of $20,000,000 to the United 
States.? 

These various “ credit-exchange ’’ conventions had as 
their main purpose the stabilization of exchange without 
resort to gold shipments. Their general character may 
be shown by a brief description of the arrangement be- 
tween Argentina and the United States. ( By way of a 
beginning, we may recall the basic principle of the ex- 
change mechanism as it operates in normal times: that, 
in response to the conditions of demand for and supply 
of bills of exchange (represented respectively by those 
who owe payments abroad, and those who receive pay- 
ments from abroad), exchange fluctuates within the 
narrow limits of the “ gold points,’”’ and cannot depart 
farther from par, for the reason that with the rate at 
specie point it becomes cheaper to make or receive pay- 
ment (as the case may be) in gold, including cost of car- 
riage overseas, than by bill of exchange. Gold thus 
flows out of or into the given country according as ex- 
change is at the gold export point (unfavorable to im- 
porters and other debtors to the outside world) or at 
gold import point (unfavorable to exporters and other 
creditors of the outside world). Such, very baldly, is the 
mechanism in peace times. But the United States gov- 
ernment was at war, and had placed an embargo on the 


1 A similiar arrangement between the United States and Chile was under discussion 
last summer, but was not put into operation. 
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export of gold; so that the delicate mechanism of the 
gold points was upset. Thereafter, the fluctuations of 
the rate of exchange became much wider and more vio- 
lent, being governed wholly by the conditions of supply 
of and demand for bills, without the possibility of gold 
movements to relieve the pressure on the rate. In the 
case of Argentina the rate had risen to a figure such 
that the peso was at a premium of about 13 per cent over 
the dollar; and this for the reason, as we shall see more 
fully later, that Argentina had a large balance of inter- 
national payments due to her, and therefore an excessive 
supply of bills offered for sale in the Buenos Aires mar- 
ket. Further purchases of Argentine exports would 
increase that supply of bills, and drive the rate still 
higher. How relieve the pressure and force the rate 
back toward its normal level without resorting to gold 
shipments ? 

The following system was devised. The New York 
importer who bought goods in Argentina was permitted 
to settle by giving a check upon his New York bank 
to the Federal Reserve Bank, which sold him an order 
for pesos payable in Buenos Aires. The Argentine gov- 
ernment, through the Banco de la Nacién, lent to our 
government (i.e., to the Federal Reserve Bank) the 
required pesos, delivered in Buenos Aires, to pay the bill 
to the Argentine exporter. The Banco de la Nacién 
agreed not to draw upon the Federal Reserve Bank 
during the period of the credit-exchange arrangement, 
but to content itself with allowing its credit to grow. 
This arrangement was to continue until the credit had 
grown to $40,000,000 (later increased to $100,000,000). 
Thus, the New York importer paid his debt (to the 
Federal Reserve Bank), the Argentine exporter received 
payment (in paper pesos issued to him by the Banco de 
la Nacién); and no remittances, whether of gold or of 
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bills of exchange, took place between the two countries. 
But our government owed to the Argentine government 
a growing debt, to be paid off after the war, in gold or in 
goods; and to make that payment it had the sums re- 
ceived from our importers. In other words, for the 
duration of the agreement the whole process of paying 
for our Argentine imports ceased to be a foreign ex- 
change transaction at all, or rather, as it has been com- 
monly put, it became a “‘credit-exchange ”’ transaction. 
Argentina exchanged that part of her exports which 
exceeded her imports for a credit, to be paid off at a 
future date. By this arrangement the excessive supply 
of exchange, represented by the exports, was withdrawn 
from the exchange market, which almost immediately 
fell markedly in the direction of the par rate. 

Our present interest is not in the credit-exchange ar- 
rangements themselves, but in the abnormal situation 
which made them necessary. They have been described, 
very briefly, merely as a means of setting forth some 
aspects of that situation, and of the forces which under- 
lay it. The purpose of this paper is to compare the 
course of foreign exchange in in the four_leading South 
American countries — - Argentina, Brazil, Chile, and 
Uruguay — during the war; and to study some of the 
chief commercial and financial_changes responsible 
therefor. The accompanying chart will serve as a 
starting point for the discussion. 

The chart compares the course of exchange on 90-day 
sight sterling bills in the four countries named, for the 
period 1914-18. To render the fluctuations of the four 
curves comparable with each other, the actual quota- 
tions for each country, averaged for each month, are 
expressed in terms of their percentage deviations from 
the mint par of exchange between the gold currency 
unit of the country.in question and British currency. In 





















































426 QUARTERLY JOURNAL OF ECONOMICS 


Latin American countries sterling exchange is quoted 
in British pence, the par of exchange being 47.58d. per 
Argentine peso, 16d. per Brazilian milreis, and 51d. per 
Uruguayan peso. In the case of Chile, as will be de- 
scribed more fully later, the par of exchange, 18d., is 
merely “ nominal” since the law declaring the value of 
the peso to be 18d. is inoperative, the currency of the 
country being in fact depreciated inconvertible paper. 

As an indication of the degree of abnormality of the 
exchange fluctuations, the “ gold points,” within whose 
limits the rates of exchange fluctuate in normal times, 
are drawn on either side of the par line. Since the mar- 
gin between the par of exchange and the gold import and 
export points is not the same in any two countries, vary- 
ing, among other factors, with the distance (and conse- 
quent freight costs) between the exchanging countries, 
ample margins have been allowed, + 2 per cent (pre- 
mium) being taken as the gold import point, and —2 per 
cent (discount) as the gold export point.' 

It is at once apparent that in all four countries ex- 
change departed widely from the usual limits. The 
mechanism of gold points broke down completely. Even 
the Buenos Aires exchange, which shows the least vio- 
lent dislocation, rose in December, 1918, to about 54d., 
a@ premium of 13 per cent. Montevideo exchange rose 
as high as 65}d., in May, 1918, a premium of 28 per 
cent. Brazilian exchange, on the other hand, depre- 
ciated, falling as low as 114d. in October, 1914 (a dis- 
count of 31 per cent), and fluctuating since that date 


1 Throughout this paper the terms “ premium " and “ discount ” have reference to 
the monetary units of the South American countries under discussion, and not to 
British currency. Exchange being quoted in British pence, a rise of the rate means that 
more penve must be offered for the peso, or the milreis as the case may be. In other 
words, a rise above par signifies a discount on sterling, and a premium on the peso. 
Contrariwise, a fall below par means a premium on sterling and a discount on the peso. 
The rise and fall of the Latin American sterling exchanges, therefore, are to be inter- 
preted in just the contrary way from the rise and fall of sterling exchange in New York. 
Since the New York quotations are in United States currency, a rise signifies a discount 
on the dollar, and a fall a premium on the dollar. 
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between 12d. and 14d. (123 per cent to 25 per cent dis- 
count). The Chilean exchange movement was unlike 
any of the others. It was by far the most striking. As 
in Argentina and Uruguay, the general trend was up- 
ward; but the upward sweep was of incomparably 
greater extent than in the case of either of those coun- 
tries. On the other hand, notwithstanding the spectacu- 
lar ascent of the rate, Chilean exchange at no point rose 
to the statutory par, but remained throughout a depre- 
ciated paper exchange. The Chilean situation, compli- 
cated as it is by the depreciated paper basis of the 
currency, must be left for later treatment. 

Leaving out of account for the present, then, the com- 
plicating factor of depreciated paper currency in Chile, 
the outstanding facts shown by th 0: 

1. Theabno y of the fluctuations of exchange in 

all countries, and 

2. The striking difference, as regards the direction of 

the exchange movement, between Brazil on the 
one hand, where the rate has fallen markedly, and 
Argentina, Uruguay, and Chile on the other, 
where exchange has risen no less markedly. The 
explanation of this difference is the main purpose 
of this article. 

The abnormality of the exchange fluctuations in itself 
requires no further comment. As we have seen, it was 
the inevitable consequence of the violent interruptions 
and alterationsof commercial and financial international 
currents occasioned by the war, coupled with the reluc- 
tance of the countries at war to part with gold, and the 
consequent embargoes placed upon its export. 

We shall proceed to the consideration of the second 
point, the comparison of the exchange movements in the 
several countries; and we shall discuss the changes in 
foreign trade and finance responsible for those move- 
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ments. Enough has been said, in the consideration of 
the Argentine credit-exchange arrangement, to indicate 
the general lines of the analysis. Since the rate of ex- 

fluc j conditions of supply of and 
demand for bills, and since the supply and demand com- 
prise all international transactions, the first originating 
in those transactions for which payment is due to the 
given country, and the second in those for which pay- 
ment is demanded from the country by the outside 
world, our analysis of exchange movements resolves 
itself into a study of the balance of international pay- 
ments in each country, an offsetting of “ credits ”’ 
against “ debits.’’ On the credit side of the balance are 
the exports, borrowings of foreign capital, interest re- 
ceivable on capital invested in other lands, and other 
items for which payment is due to the country. On the 
debit side are the imports, interest owed on foreign capi- 
tal invested in the country, immigrants’ remittances, 
maritime freight charges, and other such items. Not all 
of the items are available for each country, but because 
of the striking character of the changes that occurred, 
it is possible to arrive, substantially, at definite con- 
clusions regarding their effects. In addition to the 
balance of international payments, some attention must 
be given, briefly, to the monetary complications — so 
prevalent in South American countries — which affect 
the nature and course of the exchanges. We begin with 


Argentina. 
II. EXCHANGE AND THE BALANCE OF INTER- 
—NATIONAL PAYMENTS — 
1. Argentina 
Buenos Aires exchange rests securely on a gold basis, 
the unit being the gold peso (= 47.58d., or United 
States $.965) created by the Monetary Law of 1881. 
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For two decades after the passage of this statute, how- 
ever, the real currency of the country was depreciated 
inconvertible paper, the premium on gold fluctuating 
violently. During the Baring Panic of 1890-91, which 
was precipitated by extravagant borrowing of foreign 
capital and a consequent land and railroad boom, coin- 
cident with lavish issues of paper under the National 
Bank system, the premium reached a height of 364 per 
cent,’ a figure probably not paralleled in any important 
country in the nineteenth century. 

By 1899, however, largely in consequence of a succes- 
sion of favorable balances of international payments, 
and a consequent inflow of gold, the premium on gold 
had fallen to 127 per cent, so that the paper peso was 
worth $.44 of the gold peso of 1881. By the Conversion 
Law of 1899 the value of the paper peso was definitely 
stabilized at the existing rate, $.44 gold, by means of a 
conversion fund for the free exchange of paper into gold 
and gold into paper at that rate. Since 1899, therefore, 
the paper currency, the only currency in use in the coun- 
try, has maintained a stable value, resting securely upon 
a gold basis. The Uruguayan is also a gold exchange, 
the peso having a par value of 51d., or United States 
$1.034. 

Turning now to the war period, our chart (p. 426) 
indicates that until August, 1914 Argentine exchange 
fluctuated within the specie points, the extreme fluctua- 
tions being 47% (July) and 48% (March), 1.9 per cent 
below par and 1.6 per cent above par respectively. In 
August and September, 1914, the exchange market was 
virtually inoperative, Buenos Aires being quoted as 
“‘nominal.”. Thereafter the fluctuations became wider, 
but did not depart far from the gold import point until 


1 In October, 1891. See Martinez and Lewandowski, La Republica Argentina en el 
Siglo xx, p. 479. 















































430 QUARTERLY JOURNAL OF ECONOMICS 


the fall and winter of 1916-17 (Argentine spring and 
summer), when the exchange rose to 52 (January, 1917), 
a@ premium of over 9 per cent. In the following winter 
exchange rose to 534 (December, 1917), a premium of 
13 per cent. 

Up to this point, the Argentine and Uruguayan ex- 
changes were markedly in sympathy with each other. 
This correspondence was to be expected, since the two 
countries form, in many respects, a homogeneous trade 
area, buying and selling the same commodities, and 
financing their international transactions through the 
same hands. After January, 1918, however, the cor- 
respondence was lacking. Montevideo exchange as- 
cended to 643d. (27.9 per cent above par), while the 
Buenos Aires exchange, after an initial fall to 504d., 
remained fairly stable. This lack of correspondence of 
the two exchanges is ascribable mainly to the credit- 
exchange arrangements which have been described. It 
will be recalled that the Argentine conventions went 
into effect early in 1918, the Uruguayan agreements not 
being completed until summer. 

Throughout the course of both of these exchanges 
there is noticeable an annual wave movement, reaching 
its crest in the winter months (South American summer) 
and its trough in the summer months. This wave 
movement is due chiefly to the alternation of active and 
inactive seasons in the export trade. From October to 
May, approximately, the harvest comes to port and is 
shipped; there is consequently a flood of bills of ex- 
change offered for sale by the exporters, and the rate 
moves upward. From May to October, the exchange 
market is less active. 

The most important feature of the exchange move- 
ment is the marked rise, appearing first in the winter of 
1916-17, and becoming still more striking in the winter 
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of 1917-18. This rise is to be explained by reference to 
the changes occurring in the balance of international 
payments. 

For the analysis of these changes we are fortunate in 
having the computations of Dr. Alejandro E. Bunge, 
Director General of National Statistics of Argentina, 
and those of Sefior Carlos Alfredo Tornquist, one of the 
most eminent bankers and financiers of Argentina.' 
Dr. Bunge has computed the Argentine balance of pay- 
ments for 1916, and Sr. Tornquist has computed the 
balance for each year since 1913.? 

For the purpose of this study it will be sufficient to 
present the summary figures of Sr. Tornquist’s balances 
for 1913-14 and 1916-17. Sr. Tornquist makes his com- 
putations for the Argentine “economic year,’”’ October 1 
to September 30. In the following tables these balances 
are given in summary form. The first gives the balance 
for the year 1913-14, the second for the year 1916-17.* 


1 Sr. Tornquist possesses the best fi ial and cial library in Buenos Aires. 
His father, the late Sr. Ernesto Tornquist, was the intimate adviser of Presidents Pel- 
legrini and Roca during the period following the Baring Panic (1890-91), and, with 
finance minister Dr. J. M. Rosa, the author of the Conversion Law of 1899. 

2 These balances were presented to the writer during a visit to Buenos Aires in 1917- 
18, as travelling fellow from Harvard University. 

* The reader will note the absence of the item of freight charges from the Argentine 
balances. This omission is intended. Freight charges do not constitute an item in the 
international payments of Argentina, by reason of the method followed in recording the 
statistics of foreign trade. ‘* Value of Imports’ is compiled by the use of an official list 
of import prices (‘‘ tarifa de avaluos ”) which serve as standards for the computation of 
custom duties. When originally drawn up this list represented the actual prices of im- 
ported commodities and thus included freight charges on imports. From lack of 
regular and accurate revision of the list, however, the “ tarifa de avaluos” has for 
years past conformed very imperfectly to actual import prices, and Dr. Bunge, Director 
General of Statistics, has initiated the practice of correcting the import statistics com- 
piled from this list, by reference to the actual market prices. Concerning freight charges 
on exports Dr. Bunge says: ‘ The prices taken (as the basis for compiling ‘ Value of 
Exports’) are those of our (the Buenos Aires) market. Maritime freights,which do not 
come into the country b all the shipping which carries our products is foreign, are 
not paid by us; they do not occasion either a credit or a debit of our country toward the 
outside world, and ought not to figure as an item of our foreign commerce.” El Inter- 
cambio Economico de la Republica Argentina en 1916, p. 13. 
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Tse ARGENTINE BaLaANce or Payments, 1913-14 
(Thousand gold pesos (peso = $.965)) 


CreEpIT 
SAE Ta eae 404,250 
eee 114,000 

Tea TE a Se ——— 518,250 

Desir 
alin ae aa 392,100 
PMI SS vse ces cecccccccscccses 177,300 

LES Sy i oO Sa ——— 500,400 

TO tA MTU, witéleviaisieiine —51,150 

Reduction of Gold Stock in Country........ +32,600 
PIN a oo ence sccecescese ——-__ -- 18,550 


Tae ARGENTINE BALANCE OF PayMENTS, 1916-17 
(Thousand gold pesos (peso = $.965)) 


CrepIT 
I Goa Sete Cog co ccnaecccces 599,300 
Oe eee 30,300 
DRG MAME R ei SEW dns c decisis —— 629,600 
Desit 
ES on CRUE cine anes s000.s0000.000.9 357,500 
PPC tess ccc cece ice ccees 201,500 
3. Immigrant’s Remittances. .............. 10,000 
4. Tourist’s Expenditures................. 3,000 
5. Subscriptions to War Loans............. 8,500 
MME © eR ET les oes cbc ccc eseces —— 580,500 
ha eR bE +49,100 
Increase in Gold Stock of Country.......... —33,143 
scx ce tenes —— _ +15,957 


> — po 
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1 The separate items under “‘ Capital Invested " are: 


Two loans contracted by the national government, and one by the 
re ee Ls swe sceceeesectecanc $46,200,000 
Securities issued in Europe by railroad and other companies in Argentina 34,300,000 
Bonds sold in Europe (cedulas, paving bonds, etc.)................ 23,500,000 
Interest reloaned by mortgage companies. ..................00005 5,000,000 
Private mortgages and other investments.......................: 5,000,000 
Ee ae ee ee es in oi acco a geneeats $114,000,000 
2 The separate items under “‘ Debt Services "’ are: 
EES RE Ee $49,800,000 
Service of foreign mortgage investments in Argentina............... 16,300,000 
ee on. woonecweroosesoveces 9,900,000 
a enc cn adcdaccccce sees vecccscceesecs 40,000,000 
Service of other foreign capital... . . .... 2.6.6 ee ec eee ee eeees 32,000,000 
Repayment of short-time public loans... .......... 2... .. 6.00005. 53,000,000 
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These tables indicate a reversal of the Argentine inter- 
national situation between the last year prior to the war 
and the year ending September 30, 1917. If we leave 
out of account, for the moment, the item relating to 
changes in the gold stock of the country, we find in 
1913-14 that the balance was unfavorable to Argentina 
by $51,150,000. It is well known that the year 1913-14 
witnessed a “near-panic” in Argentina; the unfavor- 
able balance of payments, the consequent downward 
pressure on exchange, and the large outflow of gold 
were important factors in that situation. Turning to 
1916-17 we find a different situation. The balance of 
payments is favorable, the excess of the credit account 
over the debit account amounting to $49,000,000. 

But both of these figures were reduced by interna- 
tional gold movements; and since the interruption of 
gold movements forms an important part in the explana- 
tion of the abnormal state of the Latin American ex- 
changes, the figures of the balance sheets relating to this 
item deserve separate attention. By virtue of the nor- 
mal exchange mechanism, already reviewed, an excess 
of.debi credits drives exc o a discount and 
induces an outflow of gold; and, contrariwise, an excess 
of credits over debits drives exchange to a premium and 
induces an inflow of gold. Gold movements, therefore, 
constitute the balancing item, so to speak, of interna- 
tional payments, by means of which credits and debits, 
and consequently the rate of exchange, tend toward a 
state of equilibrium. In view of this fact one would ex- 
pect from the terms of the balance of 1913-14 to find a 
considerable outflow of gold. Such an outflow did occur, 
the net reduction of the gold stock of the country in that 
year being $32,600,000. Subtracting this sum from the 
unfavorable balance of $51,600,000, we obtain a net 
uncovered balance of $18,550,000 “‘ against ’’ Argentina. 
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In the same way, in 1916-17, one would expect, nor- 
mally, a considerable inflow of gold; and such an inflow 
did occur, the net addition to the country’s stock of 
gold in that year being $33,143,000. Subtracting this 
amount from the favorable balance of $49,100,000, we 
have a net uncovered balance of $15,957,000 “‘ in favor 
of ” Argentina. But in 1916-17 such a net inflow of 
gold appears at first glance surprising, since, as has been 
said, the nations at war had placed an embargo on the 
export of gold. The details of the gold movement in 
1916-17 are therefore essential to an adequate under- 
standing of the Argentine situation. Sr. Tornquist has 
given the figures of the gold movement by quarters; the 
net import in each quarter being as follows: 


(000’s omitted) 


Last quarter of 1916.................005. $6,772 WVU 
First quarter of 1917................0.05. 24,021' 
Second quarter of 1917. ...............065 2,301 
Third quarter of 1017. ...........ccccee00. 49 


It is seen that virtually all of the gold entered the 
country in the first two periods. The falling-off in the 
second quarter of 1917 is striking; and in the third 
quarter the gold movement is negligible. The heavy 
imports up to April, 1917, came from New York. They 
came in consequence of a balance of payments becoming 
increasingly favorable to Argentina. They served, in 
part and for the time, to meet that balance, and thus 
prevented the rate of exchange from rising so high as it 
would otherwise have risen. When the United States 
entered the war, the flow of gold from New York dwin- 
dled (as it had already done from the other countries at 
war), and soon ceased. The effect is seen in the next 
Argentine export season, the fall and winter of 1917, 
when the rate of exchange went much higher than in the 
preceding year, and made necessary the credit-exchange 


arrangements. 
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Further examination of the tables that have been 
given for 1913-14 and 1916-17 indicates in what manner 
the reversal of the balance of payments occurred. In 
the war period the flow of capital to Argentina, which in 
1913-14 amounted to $114,000,000, was virtually cut off. 
Interest charges and other financial payments mean- 
time increased, mainly through the paying off in 1916- 
17 of $53,000,000 of short-time public loans. These 
changes increased the net outgoings on all items of the 
balance except the foreign merchandise trade by $129,- 
400,000. This increase on the debit side of the balance, 
however, was much more than offset by the striking 
change in the balance of merchandise trade. Exports 
increased $195,050,000; and at the same time imports 
decreased $34,600,000; with the result that the mer- 
chandise balance in 1916-17 was favorable by $241,- 
800,000, a sum so large as to offset the net debit of 
$129,400,000 incurred on all other items, and leave a 
surplus of $49,100,000. Even after allowing for the 
“ balancing item ” of a net import of gold of $33,143,- 
000, we find a net uncovered balance in favor of Argen- 
tina of $15,957,000 on all international transactions. 

This striking alteration of the balance of merchandise 
trade is characteristic of all the Latin American coun- 
tries. In all of them imports have been restricted, 
mainly by reason of the scarcity of shipping, the need 
for redistributing tonnage with a view to war require- 
ments, and the desire on the part of the nations at war 
to conserve both tonnage and goods. In Argentina, 
Uruguay, and Chile, the shrinkage in imports has been 
accompanied by an extraordinary expansion of exports, 
in response to the war-stimulated demand of Europe 
and the United States for food stuffs and materials of 
war. Itis this change in the merchandise balance which 
is mainly responsible, given foreign embargoes on gold, 
for the striking variation of foreign exchange. 
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Since the Argentine balances of payments have been 
presented with greater fullness and precision than is pos- 
sible for the other countries, the simple presentation of 
the balances will suffice as an explanation of the rise of 
Buenos Aires exchange. There is not space for a de- 
tailed consideration of the merchandise trade by itself. 
The most important change therein, the great increase 
in value of exports, was due to the nature of the exports, 
of which meat, wool, and cereals are the chief. It is 
interesting to note, however, that the growth in value of 
exports was not wholly, or even chiefly, due to an in- 
crease in quantity exported. In 1917, the year we have 
studied, there was in fact a striking decrease in quantity, 
in the case of some of the chief exports. The following 
figures show the exports of meat and cereals from Argen- 
tina and Uruguay combined, for the period 1914-17. 


Exports or Meat aND CEREALS FROM ARGENTINA AND Urvuauay, 











1914-17 ! 
(1000 tons) 
1914 | 1915 1916 1917 
1. Meat: 
Carcasses of frozen sheep and 
ESR es are 2,845 | 2,246 | 2,165 | 1,609 
Quarters of frozen beef........ 1,963 | 4,457 | 5,718 | 5,335 
Quarters of chilled beef........ 3,398 | 1,309 933 670 
2. Cereals: 
iad Saat Re 958 | 2,449 | 2.245 | 898 
ere 3,512 | 4,331 | 2,827 896 
= win arena momecet anne Pisa 862 995 639 140 
ES cs’ caw eee igs ose bs 360 501 785 271 
I cu i kcins sis otek neces 21 76 53 11 




















It will be seen that in these two, the most important 
branches of Argentine trade, quantity exports after a 


1 Data from the Argentine official Anuarios del Comercio y de la Navegacion, 


and Business Conditions in the Argentine, No. 40, Ernesto Tornquist and Co., Ltd., 
pp. 14-15. 
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rise in 1915 barely held their own in 1916, and in 1917 
descended very considerably below the figures of 1914. 
The decrease of meat exports is ascribable to the in- 
creasing scarcity of shipping. The shrinkage of cereal 
exports, which is especially marked in every item, was 
due partly to shipping scarcity, but mainly to the 
drought and frost which in many districts ruined the 
1916-17 harvest. It will be recalled that President 
Irigoyen placed an embargo on wheat for a time, and 
only consented to release wheat to Great Britain on 
condition that each shipment be replaced by an equal 
quantity of Australian wheat. 

The increase of the value of exports, then, was mainly 
due to an extraordinary rise in export prices. Wheat 
selling at about $10 per 100 kilos in July, 1914 sold for 
$19 in June, 1917; corn rose in the same period from 
$5.75 to $13.50; linseed from $14.60 to $25. Wool sell- 
ing at $7-$12 (paper) per 10 kilos, according to grade, 
in July, 1914, sold at $8-$18 in March, 1917, and at $20- 
$32 in January, 1918.' Similar increases, of from fifty to 
several hundred per cent, occurred in the other exported 
products; with the result that, notwithstanding con- 
siderable diminution in the quantities exported, the 
total value of exports showed marked expansion from 
the pre-war figures. 

The Argentine situation, therefore, is sufficiently 
clear. The abnormal rise of foreign exchange was due 
mainly to the large favorable increase of the balance of 
merchandise trade. Let us compare with this situation 
that of Chile and of Brazil. In the case of these coun- 
tries, since data concerning the “ invisible ”’ items of the 
balance of payments are meager and of uncertain reli- 
ability, we must treat mainly of the merchandise trade. 


1 Boletines de la Bolsa. 
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2. Chile 


The following figures show the Chilean balance of 
merchandise trade from 1910 to 1917: ' 


Cumzan Batance or Mercoanpise Trape, 1910-17 * 
(Thousand gold pesos (peso = 18d., or U. 8. $.365.)) 


Year Exports Imports Balance 

1910 $328,827 $297,486 $+31,341 
1911 339,409 348,990 —9,581 
1912 383,228 334,455 +48,773 
1913 396,310 329,518 +66,792 
1914 299,675 269,757 +29,918 
1915 299,591 153,212 +146,918 
1916 505,963 222,521 +283,442 
1917 703,544 355,077 +348,467 


One’s attention is arrested by the extraordinary 
growth of the balance in favor of Chile since 1914. The 
surplus increased from about 30 million pesos in 1914 to 
about 147 millions in 1915 (a fivefold increase), 283 mil- 
lions in 1916 (a tenfold increase), and 348 millions in 
1917 (a favorable surplus almost twelve times as large as 
that of 1914). On the other hand it should be noticed 
that the balance of 1914 was below the average for pre- 
war years. The explanation of these changes in the 
balance is to be found in the first two columns of figures, 
which indicate the different effect of the war on Chilean 
trade at the beginning of the war and in later years. In 
1914 there was a shrinkage both of exports and of im- 
ports, that in exports being particularly marked. In 
1915 exports held their own but showed no increase, 
whereas imports decreased some 33 per cent from the 
1914 figures. In 1916, the outstanding fact was the 

1 Anuario Estadistico, 1918, pp. 287-289. 

* Some of the data and some portions of the text of the sections of this article de- 
voted to Chile and Brasil are from a series of papers on Latin American trade balances 
and foreign exchange prepared by the writer for the Bureau of Foreign and Domestic 


Commerce, and distributed in typewritten form as “ Latin American Circulars,” in 
July and August, 1918. 
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enormous increase of exports, which gained almost 70 
per cent in a single year, and set a new high-water mark 
in Chilean trade. In 1917 there was another large in- 
crease in exports. Imports also showed some gain, tho 
to a much less degree than did exports.! Broadly speak- 
ing, the figures indicate that the large favorable trade 
balance was due to the remarkable expansion of exports 


and to the shrinkage of imports. 
The expansion of exports is ascribable chiefly to the 


growth of the nitrate trade to meet the war demand for 
explosives. Prior to the war about three-fourths of the 
exports of nitrate was for fertilizers, and about one- 
fourth for explosives. Under war conditions these pro- 
portions were reversed, only some 20 per cent of the 
exports being used for fertilizers and the rest for explo- 
sives and general chemical uses. The effect of the war 
upon exports of nitrate, and the importance of this 
product in the total trade of Chile is shown in the 
following table: 


1 In a study of the relation between the movements of foreign exchange and the 
balance of international payments, there should, in strictness, be included in the balance 
only those items which give rise to exchange operations. In much of the discussion of 
international balances this principle is overlooked. Merchandise trade figures, for 
example, are usually included in the balance in their entirety, as a matter of course. Yet 
it is by no means certain that all exports and all imports give rise to exchange transac- 
tions, or play any direct part in that chain of phenomena (exchange movements — gold 
movements — price changes — trade changes) so familiar to the reader of Mill or 
Cairnes. Without going into any detail, we may point out an important instance in the 
case of Chilean imports. In 1917 the exports of Chile to the United States were $142,- 
000,000; the imports were $57,000,000, or about one-sixth of the total Chilean imports. 
These are the United States Department of Commerce figures. More than half of the 
so-called ‘‘ imports " of $57,000,000, however, was represented by shipments of construc- 
tion material and supplies to the Braden Copper Co., the Chile Copper Co., the Ameri- 
can Smelting and Refining Co., the Bethlehem Steel Cd3., and the Du Ponts. All of these 
companies are American. The supplies sent to them were paid for in New York, and 
did not, therefore, have any effect whatever on the exchange situation in Chile. For 
unlike true imports they did not “‘ make" Chileanexchange. Analysis of the Chilean 
imports, then, shows that the surplus of exports over imports (and the consequent up- 
ward pressure upon the exchange rate) was even greater than that shown by the official 
trade statistics. See Hearings before the Committee on Banking and Currency, United 
States Senate, Sixty-fifth Congress, Second Session, on 8. 3928, statement by Mr. 
Leopold Frederick (treasurer of the first three companies named above, and formerly 
manager of the foreign exchange department of the National Bank of Commerce in 
New York). 
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Exports or Nirrate From Carne, 1910-17 ' 


(000’s omitted) 
Quantity Value in gold Per cent of 
Year (tons) pesos of 18d. total exports 
1910 2,336 232,426 71 
1911 2,449 262,003 77 
1912 2,493 286,704 75 
1913 2,738 314,909 80 
1914 1,847 212,380 70 
1915 2,023 232,679 78 
1916 2,967 338,529 67 
1917 2,798 475,819 68 


As regards the quantity exported, the notable facts 
are the marked shrinkage in 1914 and the even more 
remarkable expansion in 1916 and 1917. At the begin- 
ning of the war, in view of the anticipated decline in the 
demand for nitrate for fertilizing purposes, many of the 
oficinas of nitrate-producing companies in Chile were 
closed, and by the end of 1914 out of a total of 170 only 
43 were producing. By March, 1915 the number had 
fallen to 36. 

Since the nitrate industry, as has been shown, repre- 
sents some three-fourths of the total export trade of the 
country, and since, moreover, the government derives 
over 50 per cent of its revenues from the export duty on 
nitrates, the temporary cutting-off of the foreign mar- 
ket for this product represented a veritable calamity for 
Chile. The government took immediate steps to induce 
the producers to keep up operations. The President 
was authorized to make advances to producers of ni- 
trate of three pesos for each quintal mined, and four 
pesos for each quintal ready for shipment, provided the 
producers should agree to keep up production. Au- 
thority was given to emit treasury bills, both for the 
purpose of granting assistance to the nitrate industry, 





1 Extracto Estadistico de la Republica de Chile, 1917, p. 139, and Anuario 
Etadistico, 1918, p. 185. 
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as above indicated, and also in order to make redis- 
counts for banks. These rediscounts paid an interest of 
3 per cent less than the current rate charged by the 
banks, and were secured by mortgage bonds. About 
21,000,000 pesos of these treasury bills were issued 
up to December 31, 1914 to nitrate producers, and 
9,000,000 pesos to banks. 

As a result of these measures, combined with the 
growing demand of the Allies for nitrate for explosive 
purposes, the corner was turned after March, 1915, and 
the number of oficinas in operation began: to grow 
rapidly. At the beginning of 1916 we find 116 at work, 
out of a total of 172. In January, 1917, 118 were 
producing, and by September the total had increased 
to 124. Production therefore showed a substantial 
recovery: . 


(Thousand quintals') 
1914 1915 1916 1917 
Production, .....+s+. 53,500 38,200 63,300 65,100 
Hxporees .wvcvcsccvccs 40,000 44,000 65,000 60,800 


Attention is called to the changing ratio between 
production and export. In 1914, only four-fifths of the 
amount produced was exported. In 1915 and 1916 the 
exports exceeded the amount produced within those 
years. In other words, at the outset of the war nitrate 
was not moved off as fast as it was produced. This was 
also the situation in 1917, owing to a scarcity of ship- 
ping. The result is seen in the course of nitrate prices 
in Chile. Tho nitrate prices abroad rose markedly, the 
price in Chile, in consequence of the surplus stock await- 
ing shipment, failed to respond in anything like the 
same degree. 

It will be noted that down through 1916 the war de- 
mand for nitrate, in view of the circumstances cited 


1 Pan American Union, Bulletin of April, 1918, p. 537. 
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AveraGp YEARLY Price or Nirrats per SPANISH QUINTAL,! 


1910-16 ? 
Years Shillings 
es odin eZ ie e-be-d eels. ord 6s. 11$d. 
EL Pa eh wie. 5 oetie.ee'e wks de 7s. O§d. 
DUN ch dA wicaé as «sbdened sul 8s. 
UCR ead nd cidjonsdakss oes 7s. 10d. 
is de aidiciath- oaenhe eee 6s. 114d. 
ei ia dnctis wae weneem de was 7s. 44d. 
Gi itt caw ais ceed eodaeed 7s. 8d. 
A hak atin > weleinn aie waceleis ate 9s. to 11s. 


above, had virtually no effect on nitrate prices in Chile. 
In fact, the 1913 price was higher than that of any of the 
three following years. In the production year 1916-17 
(July to June), however, nitrate rose to 9 shillings the 
quintal. In the last half of 1917, particularly from 
August on, speculation ran the price up from about 
10 shillings to 16 shillings the quintal. It does not ap- 
pear that there was any sound basis for this rise, and the 
purchase by the United States government of 200,000 
tons of German nitrate which had been lying idle in 
Chile, served to bring down selling prices to some extent. 
From the fall of 1917 for the remainder of the war, 
virtually all of the selling was to the British and United 
States governments at an officially controlled price. In 
the summer of 1918 the British government contracted 
for the purchase of 15,000,000 quintals (about 1,500,000 
tons) at the price of 13s. for ordinary nitrate and 13s. 6d. 
for refined nitrate. Our chart, p. 426, shows that ex- 
change reached its highest point (about 17d., a rise of 
about 120 per cent above the rate ruling in 1914) while 
this contract was being made, and indicates strikingly 
the sympathy between the nitrate market and the 


exchange market. 


2 Quintal = 101.41 lbs. 
# Extracto Estadistico, 1917, p. 119; and South American Journal, January 5, 1918, 
and April 6, 1918. 
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The other important Chilean export is copper. This, 
too, experienced a remarkable growth under war con- 
ditions. The following table shows the exports of cop- 
per from 1910 to 1917: 


Exports or Copper From Caine, 1910-17 


Year Quantity Value 
(tons) (pesos of 18d.) 
gnats Dis, o. 37,804 26,630,704. 
"eae 34,587 20,501,183 
oath eine es. < 40,897 33,550,041 
oe See 41,323 30,894,566 
— ae 45,227 31,891,726 
i iiletaditsss.0-s 53,587 45,409,745 
an 71,904 86,639,941 
WO cco issues 78,183 104,413 


Nitrate and copper represent the great bulk of Chi- 
lean exports. Other exports, such as cereals, wool, 
hides and skins, iodine, etc., are too small to exercise any 
influence on the major changes of the balance of trade. 
The shrinkage of imports, then, occasioned by the need 
of conserving tonnage, and the extraordinary expansion 
of the exports of nitrate and copper sufficiently explain 
the large and growing favorable balance of trade. 

Such was the merchandise trade situation. As re- 
gards the “ invisible ” items of the balance of payments 
the data are meager and of uncertain worth. For the 
most important of these items, however, the payments 
of interest on foreign capital, there are fairly reliable 
figures. The following is a summary of the interest 
payments made in 1916: ? 


1 Extracto Estadistico, 1917, p. 140, and Anuario Estadistico, 1918, p. 184. 


2 Compiled from Extracto Estadistico, 1917, pp. 63-78; and F. M. Halsey, Invest- 
ments in Latin America and the British West Indies, No. 169 of Special Agents Series, 
Bureau of Foreign and Domestic Commerce. 
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InTEREST ON ForerGN Capita IN Care, 1916 
(Thousand gold pesos (peso = 18d., or U. 8. $.365)) 
1. Interest and amortization on government foreign debt 
(429,620,600 pesos, Dec. 31, 1916)................... 29,973 
2. Interest and amortization on railroad guarantees... ... 10,866 
3. Interest computed at 6 per cent on mortgage bonds of the 
Banco Hipotecario de Chile held abroad (total issue 





112,000,000 pesos; part held abroad 67,803,000 pesos) . . . 4,068 

4. Interest. computed at 5 per cent on all other private in- 
vestment (1,463,472,000 pesos)... .............0 00 73,174 
po re 118,081 


Below is drawn up a rough balance of payments for 
1916, showing the exports set off against the imports 
plus the interest payments: 


Thousand gold pesos of 18d. 





NL SEs wedi. debating anys asiecnces’ 505,963 
Imports plus interest payments................ 340,615 
MEER DEY Cn Views ce ccws'steeeeais +165,348 


It is seen that exports alone exceeded imports and in- 
terest payments combined by over 165 million pesos. 
If there was any investment of private capital from 
abroad in 1916 (and some there was certainly, as is 
proved, for instance, by the sale of nitrate lands at 
auction by the government) the surplus in favor of Chile 
would be increased thereby. 

There can be no doubt of the fact, then, that consider- 
ing the total incomings and outgoings of Chile during 
the war, the balance was favorable to Chile by a wide 
margin. The effect of this large favorable surplus upon 
the rate of exchange was extraordinary. Comparing the 
rate at the outbreak of war, 7-8d., with the rate ruling 
in the summer of 1918, 16-17d., we find a rise of about 
120 per cent, by far the most extraordinary alteration of 
exchange in any Latin American country. 

This spectacular movement of the Chilean exchange 
was not due merely to the alteration of the balance of 
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payments. The changes in the Argentine balance were 
in the same direction, and scarcely less marked. Yet 
the movement of Buenos Aires exchange, as shown by 
our chart, appears insignificant as compared with that 
of Valparaiso exchange. ‘The maximum rise of Buenos 
Aires exchange was but 13 per cent. As has been inti- 
mated in an earlier place, the reason for this marked 
difference in the movements of these two exchanges is 
to be found in the different character of their monetary 
bases. The Buenos Aires exchange is a gold exchange; 
that of Chile is a paper exchange. The currency of 
Chile is depreciated inconvertible paper. There is no 
specie in circulation, and no specie basis for foreign 
exchange transactions. 

In a comparative summary of South American ex- 
change conditions it is impossible to consider adequately 
the peculiarities of the paper exchange mechanism, or 
the forces which govern its operation. In Chile foreign 
exchange is bought with and sold for paper pesos. The 
value of the peso, and hence the rate of exchange of bills, 
depends on a number of highly unstable factors — on 
the quantity of paper in circulation relative to the 
domestic demand for money, on rumors as to the proba- 
bility of the conversion of paper money into specie at 
some fixed date, on the degree of confidence reposed in 
the government, and hence on political changes, political 
gossip or scandal, a controversy in Congress, a political 
attack in the press. In a country like Chile, whose’ 
economic life (and public revenues) depend so largely 
upon foreign trade and foreign capital, the best single 
measure of the value of the paper peso is the rate of 
foreign exchange, which indicates what the peso is 
worth in terms of foreign gold moneys.' Anything which 

1 In other words, the rate of foreign exchange of a depreciated paper currency is sub- 


stantially identical in meaning with a statement of the value of the depreciated currency 
in termes of a premium on gold. 
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affects, or is likely to affect, the conditions of supply of 
and demand for bills of exchange, will exercise a power- 
ful influence on the (gold) value of the currency, or in 
other words, on the rate of foreign exchange. If a strike 
is threatened in the nitrate fields, down goes exchange, 
for there is danger that the supply of exchange will be 
reduced by reason of a reduction of exports of nitrate. 
If there is a rumor that the Chilean government intends 
to buy submarines in the United States, down goes the 
exchange again, for the purchase will increase the de- 
mand for bills of exchange, and thus drive down the 
rate.! 

This condition of unstable currency goes back into the 
nineteenth century. The present system began with 
the law of July 31, 1898, which authorized the emission 
of 50,000,000 paper pesos. At the same time all bank 
notes previously issued were taken over by the govern- 
ment. Since 1898 the quantity of paper in circulation 
has been increased to 159,840,119 pesos (December 31, 
1916), of which 150,000,000 have been emitted under 
the act of 1898.2 The law of 1898 provided for a con- 
version fund, by means of which the conversion of the 
paper money into gold at the rate of 18d. per paper peso 
was to begin January 1, 1902. Conversion was post- 
poned, however, until 1905; and before that date was 
reached a further postponement to 1910 was announced, 
and then to 1915. Meantime, the gold value of the 
paper peso, as indicated by the rate of foreign exchange, 
after maintaining a relatively high level through 1904 
{about 16.5d.), declined gradually, and for the period 
1908-13 ranged between 9.6d. (the average for 1908) to 
10.8d. (the average for 1910). On the outbreak of war, 
exchange fell still lower, reaching 7d. in January, 1915, 

1 Sterling exchange in Valparaiso, it will be remembered, as well as everywhere else in 
South America, is expressed in terms of British pence. 

* Extracto Estadistico, p. 65. 
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a depreciation of 61 per cent from the statutory par. 
Conversion was again postponed to January 1, 1917, 
and then to January 1, 1919. In the summer of 1918, 
with exchange at 16~-17d., there appeared to be a strong 
prospect that specie payments would this time be at- 
tempted, at the par rate of 18d. named in the law of 
1898. This prospect was strengthened by the con- 
siderable inflow of gold in 1917. Notwithstanding the 
reluctance of the nations at war to part with gold, Chile 
secured their consent to considerable shipments of 
specie, especially from the United States, as a condition 
of the sale of nitrate. The following figures show the 
specie movement for the years 1914-17. 


Curean Imports AND Exports or Specie, 1914-17? 
(Gold pesos of 18d.) 


Year Export Import 

PE dati otis: 9:4.4% 15,671 3,686,884 
Me hh ivi. ca. 40,357 1,035,724 
PEARS hidlds <3 <i 34,958 30,543 
ae ee 522,507 16,446,805 


Infaddition to these gold imports the Chilean govern- 
ment had collected (prior to the war) a gold fund with 
which to undertake the conversion of the 160 millions of 
paper pesos in circulation. At the end of 1916 this fund 
amounted to 87,759,702 pesos (gold), and was deposited 
in banks of foreign countries, as follows: 


1 Most of the gold imports of 1917 were in connection with the purchase by the 
United States government in the fall of 1917 of 200,000 tons of nitrate which had be- 
longed to German firms (see above, p. 442). This sale had a double purpose. The 
United States wanted nitrate; Chile wanted to secure the portion of the Conversion 
Fund (see text) which was in Germany — about $10,000,000 — and have it transferred 
to Chile. A three-cornered arrangement was therefore made. The United States 
bought the 200,000 tons of German nitrate; the United States instructed the Federal 
Reserve Board to allow the shipment of the equivalent in gold to Chile; the German 
government arranged the payment in Germany to the former owners of the nitrate 
(probably in government bonds). 


* Extracto Estadistico, 1917, p. 64; and Pan American Union, Bulletin of April, 
1918, p. 537. 
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(Gold pesos of 18d.) 


ara ic ciccccacccaces 48,765,770 
a re 22,225,687 
In United States... ............0.. 3,124,605 

87,759,702 


By March, 1918, the conversion fund had grown to 
94,000,000 pesos (gold). 

But since the signing of the armistice, there has been 
a complete reversal of the Chilean exchange situation. 
The chart at p. 426, shows the fall of Valparaiso ex- 
change in the closing months of 1918. From 164d., the 
rate for September, we have a fall to 93d. by Decem- 
ber 24. In other words, in a space of three months, the 
rate of exchange returned approximately to the pre-war 
level. Nothing could indicate more strikingly the fact 
that the rise of Chilean exchange was purely a phenom- 
enon of war, the consequence of the abnormal demand 
for nitrate. With the armistice the large purchases of 
nitrate ceased. The correspondent of the South Ameri- 
can Journal, writing in January, 1919, stated that 
“there have been practically no sales at all since 
October,” tho the stocks in Chile were very large; and 
he estimated that the quantity still in the hands of the 
British government for sale amounted to 600,000 tons. 
The price had fallen to about 9s. per quintal, and the 
oficinas had cut down to about half their normal pro- 
duction.? 


3. Brazil 


The experiences of Brazil during the war present a 
rather striking paradox. Apparently she was the 
hardest hit and at the same time perhaps the most 
benefited, in a material sense, of all the Latin American 


1 The Economist (London), January 18, 1919, p. 70. ° 
? South American Journal, January 11, 1919, p. 77. 
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countries. The effect of the war upon Brazilian finance, 
upon the currency, the course of foreign exchange, the 
foreign trade, has been distinctly less favorable than in 
the case of the other leading countries. 

On the other hand, the serious dislocation of trade 
occasioned in virtually all Latin American countries by 
the war has in the case of Brazil brought about indus- 
trial and commercial changes which appear to mark the 
beginning of a new period in its economic life. Much 
attention has been devoted to cattle raising in southern 
Brazil.1. Great packing plants, financed chiefly with 
American capital, have been built. There has also been 
a marked increase in the production of cotton and of 
cane sugar, for which the soil of Brazil, in the long 
coastal belt stretching from Sio Paulo to the Amazon, 
is preéminently fitted. By an arrangement with the 
Japanese government several thousand Japanese col- 
onists have been brought to Brazil to teach the Brazil- 
ians how to grow rice that is cheap and of good quality. 
Equally significant is the development of Brazilian 
minerals, of which the state of Minas Geraes, just north 
of Rio de Janeiro, has a rich and varied supply. The 
iron deposits, among the largest in the world, had lain 
dormant before the war; but under the stimulus of war 
and the difficulty of importing metal products, smelting 
operations and the manufacture of high grade steel 
products have been undertaken. The mineral which 
the war has done most to develop in Brazil is manganese. 
The chief sources of supply prior te the war were Burma 
and Russia. The Russian supply was cut off during the 
war; that of Burma has about doubled since 1913. 
Brazil, meantime, has come forward as the principal 
source of manganese. 


1 According to the latest official figures Brazil has 30,000,000 head of cattle, about 
the same ber as Argentina, but of poorer quality. 
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It is impossible in a paper like the present to describe 
the other changes that have occurred in Brazil, the 
rapidly growing exportation of lumber, the new develop- 
ments in dye stuffs and pharmaceutical products, the 
really remarkable expansion in the manufacture of 
textiles ! and shoes.? These latter industries were fairly 
well established, thanks to very high tariff protection, 
before the war. Whether they, and the other industries 
mentioned, will continue to develop without the stimu- 
lus of high prices, and under normal conditions of trade, 
remains to be seen.* Our purpose in the present paper 
is to consider the darker side of the Brazilian war-time 
condition, and to summarize the chief factors bearing 
upon the foreign exchange movement. 

The striking fact is the marked fall of exchange, as 
contrasted with the rise in all the other countries 
studied. Up to July, 1914, exchange fluctuated closely 


1 In 1917 Brazil exported cotton textiles to France. More than half of the home 
needs in cotton textiles are supplied by Brazilian manufacture. 

2 The output of footwear is now about 20,000,000 pairs a year, over half being pro- 
duced in the state of S&o Paulo. 


8 Some New Braziuian Exports 
it; Value tit Value 
Date —— (£1,000) Date — (£1,000). 
Refrigerated Meat Sugar 
1913 0 0 1913 5,367 65 
1914 0 0 1914 31,860 373 
1915 8,514 310 1915 59,074 756 
1916 33,661 1,414 1916 53,824 1,286 
1917 66,452 3,134 1917 131,509 3,624 
Kidney Beans Rice 
1913 4 0 1913 49 2 
1914 4 0 1914 3 0 
1915 276 5 1915 3 0 
1916 45,594 686 1916 1,124 24 
1917 93,428 2,150 1917 42,590 1,262 
Manganese 
1913 122,300 181 
1914 183,630 278 
1915 288,671 536 
1916 503,130 1,478 


532,855 
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about par, 16d. per milreis. Our chart shows what oc- 
curred thereafter. With the outbreak of war the rate 
broke so sharply as to compel the closing of the ex- 
change. A bank holiday of fifteen days was declared. 
In October exchange was quoted at the very low figure 
of 114d. In other words, the value of the Brazilian 
milreis had depreciated about 31 per cent from the rate 
ruling in July. In November there was a partial re- 
covery, to 14d. Then followed another, more gradual, 
drop to 11-12d. in 1916. Since 1916 the rate, tho some- 
what higher than in the earlier years, has shown no sign 
of a return to the pre-war level, but has fluctuated 
between 12d. and 14d. (25 per cent and 12} per cent 
below par). 

As with the other countries, explanation of the ex- 
change movement is sought in the balance of interna- 
tional payments. We begin with the merchandise trade. 
The following table shows the exports and imports of 
Brazil for the period 1910-17, and strikes the balance: 


Exports AND Imports oF Brazit 1910-17! 


(U. 8. $1,000) 
Year Exports Imports Balance 
1910 303,000 230,000 $+-73,000 
1911 321,000 253,000 +68,000 
- 1912 362,246 307,865 +54,381 
* 1913 313,628 326,026 — 12,397 
1914 221,539 165,747 455,792 
1915 255,659 145,749 +109,910 
1916 265,802 194,582 +71,310 
1917 290,993 216,319 +74,674 


The important fact to be gathered from the preceding 
table is that both imports and exports were at a lower 
level in the war years than in the pre-war period. The 
diminution of imports requires no comment. It is a 
characteristic of the trade of all Latin American coun- 


1 From the Brazilian annual ce reports, Estatistica Comercial. 
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tries during the war, the result of the conservation of 
tonnage and goods for war uses. The falling off in ex- 
ports, however, is significant. Here again the Brazilian 
experience is strikingly different from that of the other 
leading South American republics. The war caused a 
marked increase of demand for Argentine wheat, meat, 
and wool, and for Chilean nitrate and copper; and since 
these products represent the bulk of the exports of those 
countries, their total exports expanded remarkably. 
Meantime, Brazilian exports were below the pre-war 
level. The following table compares the exports of 
Brazil, Argentina, and Chile for the period 1911-17: 


Exports oF Brazit, ARGENTINA, AND CHILE, 1911-17 
(Absolute figures, in U. 8. dollars; 000’s omitted) 


Year Argentina Chile Brasil 
1911 $330,336 $123,884 $321,000 
1912 484,109 139,878 362,246 
_ 1913 500,986 144,653 313,628 
1914 389,022 109,381 221,539 
1915 561,803 109,350 255,659 
1916 552,945 184,676 265,802 
1917 530,914 256,768 290,993 


In the following table the exports of these three lead- 
ing Latin American countries are reduced to relative 
numbers. In the case of each country the average of the 
pre-war years 1911-13 is taken as the base (100 per cent) 
and the index number for each year is computed: 


Exports oF Brazit, ARGENTINA, AND CHILE, 1911-17 





(Index numbers) 

Year Argentina Chile Brasil 

1911 75 91 97 

1912 lll 103 109 

1913 114 107 95 

1914 89 73 67 
1915 128 73 77 i 
1916 126 136 80 q 


189 88 

















LATIN AMERICAN FOREIGN EXCHANGE 453 


The index numbers enable one to see more readily 
than do the absolute figures given in the preceding table 
just what occurred in the export trade of the three 
countries. Argentine exports were particularly large in 
1915. Chilean exports in 1915 were below the pre-war 
level. In 1916, however, the growing demand for ni- 
trate and copper manifested its effects, producing an 
astonishing increase (to far beyond the pre-war level) in 
Chilean exports of that year; in 1917 the expansion 
continued. Brazilian exports, meanwhile, were dis- 
tinctly below the level of the pre-war period. 

The reasons for this difference between the experience 
of Brazil and that of other countries are several. In the 
first place, it should be said that the decline in Brazilian 
exports was not a decline in the quantity exported. In 
fact, tonnage of exports in 1916 and 1917 considerably 
exceeded that of 1912 and 1913. What has happened 
in Brazil is that the mean value of Brazilian export 
tonnage has constantly decreased. In other words, 
while prices of exports in other South American coun- 
tries were rising, export prices in Brazil were actually 
declining during the war. The mean value per ton 
of Brazilian exports was $237 in 1913, $179 in 1914, 
$148.5 in 1915, and $148 in 1916. These figures demon- 
strate the relatively high value of Brazilian produce to 
its weight in pre-war years, under normal circum- 
stances, and the striking decline in value per ton dur- 
ing the war. 

This question of export prices has, perhaps, a direct 
connection with the course of foreign exchange. An 
exporter of wheat in Buenos Aires, for example, in 
quoting a price to the foreign buyer, would base his 
quotation upon three factors, the price of wheat in the 
Buenos Aires market, the maritime freight rate, and the 
current rate of exchange. With the abnormally high 
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rate of exchange ruling during the war, the exporter 
having for sale a foreign bill of exchange received in pay- 
ment of produce sold, was obliged to sell it at a ruinous 
loss, owing to the existing depreciation of foreign moneys 
in terms of the Argentine or Uruguayan peso. To pro- 
tect himself against loss, the exporter had to raise the 
price of his goods to a figure sufficient to offset the dif- 
ference on exchange. In Brazil, as we have seen, ex- 
change was not above normal, but decidedly below it. 
The bearing of this fact on prices is apparent. Foreign 
moneys being at a premium, the exporter who had 
sold abroad Brazilian goods and received a foreign 
bill of exchange in payment therefor, could cash his 
bill at a premium. In consequence, he could afford 
to sell at a lower, rather than a higher, price than in 
former years. 

This statement of the connection between exchange 
and price, however, is put forth merely as a suggestion of 
one factor, and probably a minor one, in the explanation 
of the different course of export prices in Argentina and 
Chile on the one hand, and Brazil on the other. It isa 
commonplace that in peace times South American ex- 
ports, except for coffee and nitrate, constitute too small 
a proportion of the world stock to control the world 
price. Rather, South American export prices are dom- 
inated by the prices ruling in the principal markets to 
which the exports are sold. Much more was this the 
case during the war. Export prices, total value of ex- 
ports, foreign exchange, rose in Argentina and Chile as 
the direct consequence of war demand for Chilean 
nitrate and Argentine meat, wheat, wool, and hides. It 
is at this point that one finds the explanation of the 
difference between the Brazilian experience and that of 
the other countries. The exports of Brazil did not ex- 
pand for the reason that they were not the sort of prod- 
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ucts for which there was a war demand. At least, this 
is true of the pre-war Brazilian staple exports. 

The bulk of the exports of Brazil has for years con- 
sisted of two products, coffee and rubber. For example, 
out of total exports of $313,628,000! in 1913, rubber and 
coffee comprised $248,579,000, or about four-fifths of 
the total. By far the most important single export is 
coffee, which in 1913 amounted to $198,157,000, or over 
63 per cent of the total exports. Coffee is not a war 
commodity. The Allied powers therefore restricted its 
import. Even more serious is the fact that the large 
demand from Central Europe, amounting normally to 
about 4,000,000 bags a year, was cut off. In conse- 
quence, the United States was the only unrestricted 
market for Brazilian coffee, taking about one-half the 
total exports. Added to these*pronounced restrictions 
of the demand for coffee is the fact that the Brazilian 
supply during the war was somewhat above the pre-war 
normal. The result was that Brazil had on its hands an 
increasing stock of coffee which it could not hope to dis- 
pose of until after the war. 

This situation became acute almost immediately 
upon the outbreak of war, and led in 1915 to the reéstab- 
lishment of a valorization system, along somewhat dif- 
ferent lines from the famous plan of 1907-08. The 
federal government by a law of 1915 authorized the issue 
of 350,000,000 paper milreis, of which a part was to be 
used for carrying out a new plan of coffee valorization. 
The paper money was lent by the federal government to 
the state of Sio Paulo, which has been conducting the 
valorization operations. The original plan was to pro- 
hibit the export of coffee above 6,000,000 bags a year; 
the 4,000,000 bags which in normal times went to Ger- 
many, Austria, etc., to be held in Brazil, the state of 


1 Figures are given in United States dollars. 
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Sao Paulo lending, in paper money, up to 60 per cent of 
a value to be fixed on a basis of past averages to coffee 
growers who deposited their coffee in warehouses; the 
warehouse receipts to be handed over by the state gov- 
ernment to the federal government as collateral for the 
issue by the latter of the paper money. This loan fea- 
ture was dropped, however, and instead the state of Sao 
Paulo undertook to purchase at an official price so much 
of the annual coffee crop as might appear sufficient to 
maintain prices, or, failing in that, so much as it might 
be able to purchase with the paper money funds sup- 
plied to it by the federal government under the laws 
above mentioned. 

In 1918 the Sao Paulo government bought large quan- 
tities of coffee at the price of 4$900' per 10 kilos (i.e., 
about $1.24 for 22.4 Ibs.). The ordinary market price, 
however, was lower, between 4$600 and 4$500. Interior 
shippers and planters demanded that their coffee be 
sold to the government, and the coffee Associaciio of 
Santos presented a memorial to the government request- 
ing a further issue of 300,000,000 milreis of paper money 
for additional valorization purchases. 

The statement on page 457 indicates the coffee posi- 
tion up to May, 1918. The table indicates that of a 
total crop of 17,000,000 bags, about 134 million actually 
came to market; of this quantity somewhat more than 
7 million bags were exported, leaving the enormous 
quantity of 5,939,291 bags of the 1917-18 crop, and 
1,100,000 bags of the 1916-17 crop — a total of virtu- 
ally 7,000,000 bags, or as much as the total 1917-18 
exports —in storage in Brazil and unable to find an 
outlet. The state of Sio Paulo, it is seen, was itself 
holding almost 2,800,000 bags, or almost 40 per cent of 
the total amount in storage. 


1 I. e., 4 milreis, 900 reis. 
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Tue Corres Position, 1917-18 Crop! 


Bags 

In hands of Sa Paulo government, April 30, 1918...... 2,788,875 
In hands of commissarios and exporters, inclusive of 600,000 

bags bought by S&o Paulo government............... 4,150,416 

IC tcgcccacsccttteescct cet cccankee 281,000 

Exported up to April 25, 1918... 2.2... 6... cece eee 7,325,665 

CRT oiik. NDE, Bienes ares 14,545,956 

Lean stock om Jue BO, 1017... ow 5 encleesccvcccesers 1,100,000 

i cls sah cateilleiiit due 4,08 Aininie bebe 13,445,956 

To come down to complete estimated crop.............. 3,554,044 

EG SS ic-6. 5 Gin'6''s 0 30 ap Oite 6.49.0 0c 1 eRCa 17,000,000 


The fact is that the supply of Brazilian coffee was 
hopelessly in excess of the demand. The result was that 
in spite of the large purchases by the government, the 
price of coffee in Brazil went steadily downward. Mean- 
time, as a result of rising freight and insurance rates 
(which are, moreover, additional causes of the diminu- 
tion of exports) foreign coffee prices rose. The following 
table shows the price of Brazilian coffee in London and 
in Santos for the period 1911-18: 


Price or Corres, 1911-18! 
Lonpon Santos 


Shillings Paper Milreis 
Date owt. 10 kilos = 22.4 Ibs. 
Oct. 16, 1911 66s. 9d. 8$600 
March 26, 1911 62s. 3d. 7$900 
9 1913 52s. Od. 6$250 
“s 1914 41s. 3d. 4$750 
1915 43s. 5$150 
4 1916 44s. 6d. 4$900 
5 1917 53s. 6d. 5$500 
« 21, 1918 66s. 9d. 4$100 


1 Data on the “ coffee position "’ and on prices from Wileman’s Brasilian Review for 
May and June, 1918. 

By midsummer of 1918 the purchases of coffee by the state of Sio Paulo amounted 
to 4,500,000 bags. The congestion was further relieved by an arrangement made with the 
French government by which 2,000,000 were purchased on behalf of France. The 1918- 
19 crop, at first estimated at 10,500,000 to 12,000,000 bags, was considerably reduced 
by a severe frost in S&o Paulo on July 9, 1918. See Fielding Provost, ‘‘ The Brazilian 
Coffee Situation,”” Pan American Magazine, September, 1918, pp. 225*et seq. On 
September 6, 1918 there were 6,351,000 bags of coffee on hand in Santos and 884,000 in 
Rio de Janeiro, as compared with 2,825,000 bags in both places combined on the same 
date in 1917. Bulletin of the Pan American Union, October, 1918, p. 604. 
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The different course of Brazilian and foreign prices is 
apparent. After the initial fall to 41s. 3d. in 1914 pro- 
voked by the liquidation of speculative accounts that 
followed the Balkan war, London quotations moved 
upward with the increasing charges for freight and in- 
surance. The course of prices in Brazil was just the 
contrary. Since October, 1911, when owing to reckless 
speculation prices reached the maximum in both the 
Brazilian and the London market, prices in Brazil, with 
the exception of a slight reaction in 1915, due to ex- 
traordinary activity in the trade with Scandinavia and 
the United States, dropped continuously, until at 4$100 
per 10 kilos it is doubtful if they sufficed even to cover 
the cost of production. 

The facts that have been presented — the restriction 
of markets, the decline of prices, the abnormal accumu- 
lation of stocks in Brazil — find their most convenient 
expression in the figures of coffee exports. The following 
table shows the exports of coffee for the years 1913-17. 
Both quantity and value figures are given: 


Exports or Corrge rrom Brazin, 1913-17 


Year 1b00 begs *) qu. B'$1,000) 
a 13,267 $198,157 
oa! ites sala 11,270 131,220 
label ala al lal 17,061 156,443 
SE TS Oe 13,039 138,296 
(iTS, EI 10,605 112,033 


Except for the reaction in 1915, it is seen that the 
trend of coffee exports, both in quantity and in value, 
was pretty steadily downward. The increased quantity 
exports of 1915, almost 4,000,000 bags greater than in 
1913, is noteworthy. But because of reduced prices, the 
value figures of the 1915 exports were more than $40,- 


1 Bag = 132 Ibs. 
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000,000 less than in 1913. After 1915 the decline in both 
categories is striking. The year 1917 was the low water 
mark. Quantity exported fell almost 6,500,000 bags be- 
low 1915, and the value fell over $44,000,000 below the 
1915 figures, and over $86,000,000 below the 1913 fig- 
ures, a decrease of 45 per cent. It ought to be said, 
too, that 1913 was by no means a normal year, exports 
of coffee being $28,114,880 below the 1912 figure. 

A close second to the falling-off in coffee was the de- 
cline in exports of rubber, the other major export. The 
following table gives the quantity and value of rubber 
exported in the years 1913-17. 


Exports oF Russer FROM Brazit, 1913-17 


Year (ilies tons) (wv. 8's1'000) 
a ee 36,232 43,223 
OR a ere ee 33,531 34,326 
| ee ee ee 35,165 34,214 
ee eee 31,495 36,431 
Uae hides sc. cak ds.c.90<date 33,980 36,435 


Rubber exports show a decrease of 2,252,000 tons and 
$6,788,000, or about 16 per cent. The table indicates, 
however, that the decline took place in 1914; in later 
years the trade slightly improved. 

The discussion of coffee and rubber indicates suffi- 
ciently the reasons for the failure of the Brazilian export 
trade to expand during the war; and in consequence, 
explains why, while the trade balances of Argentina and 
Chile have been rising phenomenally, the Brazilian 
balance has undergone but little change. The table on 
the next page compares the trade balances of Brazil, 
Argentina, and Chile for the years 1910-17. 

The difference between the Brazilian situation and 
that of Argentina and Chile is apparent at a glance. 
Except for the year 1913, a year of unusually large im- 
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CoMPARISON OF THE TRADE BaLances or Brazit, ARGENTINA AND 


Cum, 1910-17 
(U. 8. $1,000) 

Year Brazil Argentina Chile 

1910 $+73,000 $+20,125 $+11,439 
1911 +68,000 —40,539 —3,497 
1912 +54,381 +92,194 +17,881 
1913 —12,397 +59,977 +24,379 
1914 +55,792 +74,726 +10,920 
1915 +109,910 +278,789 +53,625 
1916 +71,310 +199,630 +-108,456 
1917 +74,674 +169,849 +127,178 


ports, the Brazilian balance was favorable. Except for 
the year 1915, however, the balance in favor of Brazil in 
the war years was about of the same size as in pre-war 
years. Meantime the balances in favor of Argentina 
and Chile show a large increase. Relating these facts to 
the course of foreign exchange, it is not surprising that 
in Argentina and Chile, by reason of the great excess of 
supply of exchange, representing the exports, over the 
demand for exchange, to pay for imports, exchange ex- 
perienced a phenomenal rise; whereas in Brazil, where 
there was no such change in the trade balance, there was 
no such rise of exchange. 

What in fact occurred, as we have seen, was a pro- 
nounced fall of exchange; and the balance of merchan- 
dise trade, by itself, does not provide an explanation of 
the fall. As in the case of Chile, there are but few data 
on the other items of the balance of payments; but for 
what are by far the most important items, foreign bor- 
rowings and interest payments, a fairly trustworthy 
computation can be made. 

Financially, Brazil fared worse than any of the other 
South American republics during the war. The out- 
break of war produced an acute situation, the reasons 
for which go back a considerable space into the pre-war 
period. Brazil had for long been accustomed to a large 
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inflow of foreign capital. The six year period 1908-13, 
in particular, witnessed a program of heavy borrowing, 
both by the federal and the state governments, and by 
private enterprise. The following figures show the 
amount of new foreign capital annually invested in 
Brazil during the period 1908-16: 


Amount oF New Caprrat 1n Brazit, 1908-16! 


(U. 8. $1,000) 
ll ei 140,000 | RAF. 202,727 
ORV IV Liss 101,386 NRE hiaay 
ee re 163,986 es 3. «5 athe eee 
al guecillesaea 188,305 a 5,500? 
SCS staedeea 123,773 


The easy acquisition of foreign capital led the gov- 
ernments and private individuals into extravagances 
— into unusually large military and naval expenditure, 
into railway and other public projects which could yield 
a return only after some years of waiting. According to 
official statements, the revenues of Brazil for the five 
years 1910-14 totaled 2,762,008 contos (paper), while 
expenditures amounted to 3,514,155 contos, leaving the 
enormous deficit of 752,147 contos, or $238,123,000. 
During the first four years, 1910-13, the deficit was 
$159,123,000, or an average of $39,781,000 per year. In 
1914 it was nearly double that sum. Owing to the war, 
the revenue decreased to 375,098 contos, while expendi- 
tures, tho considerably lower than in the preceding 
year, amounted to 636,781 contos, thus leaving a deficit 
of 261,683 contos, or $78,902,000. 

The outbreak of war did more than cut down govern- 
ment revenue. It shut off the inflow of foreign capital 
which was at the bottom of the extravagant expenditure. 
The sudden cessation of investment in 1914, moreover, 

1 Translation in the Pan American Magazine, November, 1918, pp. 16 et seq., of an 


official statement by Elysio de Carvalho. 
2 $5,500,000 lent to the municipality of S&o Paulo by United States banks. 
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came after some rather trying experiences in 1913. 
Brazil was seriously affected by the stringency in foreign 
money markets which followed the outbreak of the 
Balkan War. The year 1913, moreover, witnessed a 
slump in coffee and rubber prices. The value of coffee 
and rubber exported in 1913 was nearly $56,000,000 
less, altho the exports of coffee were over a million 
bags larger, than in 1912. Total exports declined from 
over $362,000,000 in 1912 to less than $314,000,000 
in 1913. At the same time imports increased from about 
$308,000,000 to $326,000,000. The result was that in 
that year the balance of trade was unfavorable by 
about $12,000,000. 

In consequence gold began to flow out of Brazil, and 
the exchange rate was threatened. In 1912 there was a 
net inflow of gold amounting to $17,500,000. In 1913, 
on the other hand, there was a net export of gold 
of over $23,000,000. Brazilian exchange would have 
fallen in 1913 from the high level of the 1910-12 
period had it not been for the important service per- 
formed by the Conversion Office, which issued gold 
freely to maintain exchange, its gold holdings falling in 
consequence from 386.7 to 276 million milreis during 
1913. 

When the war broke, the federal government was 
negotiating for a loan in London. The failure of the 
negotiations made it impossible for the government to 
pay interest on its foreign obligations. In October, 
1914, an agreement was made with the foreign bond- 
holders, represented by the Rothschilds, for a funding 
loan of £15,000,000.! The interest on the foreign debt 
was paid in the bonds of this loan up to August, 1917, 
when interest payments were resumed. Amortization 
of the foreign debt was suspended for thirteen years 
(until 1927). The effect of the funding loan was to take 


1 South American Journal, January 18, 1919, p. 37. 
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the weight of the foreign interest payments off the ex- 
change market, temporarily, thus preventing a fall of 
exchange much more serious than that which actually 
did occur. 

As it was, exports of gold increased to the high figure 
of $40,144,000 in 1914; and the stock of gold in the Con- 
version Office was reduced to 138.5 million milreis by the 
end of the year. In December, 1914, the President was 
authorized to suspend the redemption of notes until 
December, 1915, the suspension being subsequently 
extended. The government resorted to issues of paper 
money. The first issue, authorized by law of August 24, 
1914, was for 250,000,000 milreis. A second issue, of 
350,000,000 milreis, was authorized by law of August 28, 
1915. By June 30, 1918, the total quantity of incon- 
vertible paper in circulation was 1,534,252,000 milreis, 
representing an increase of 945,000,000 milreis since 
August 26, 1914.1 

In other words, throughout the war Brazil has been on 
an inconvertible paper money basis; and the foreign 
exchanges have been subject to all of the fluctuation and 
unsteadiness which is inherent in every inconvertible 
paper situation, and of which the most interesting in- 
stance today is Chile. Large emissions of paper, more- 
over, have precisely the same effect on the rate of ex- 
change as does an unfavorable trade balance. They 
affect unfavorably the ratio between the domestic paper 
and foreign gold moneys, by increasing the supply of the 
former relatively to the demand for it, and thus cause 
its depreciation in terms of foreign gold. Here, then, is 
undoubtedly one of the causes of the present low rate of 
Brazilian exchange. 

1 South American Journal, January 18, 1919, p. 37. At the end of 1918, the quantity 


of paper in circulation was stated to be about 2,000,000,000 milreis. Revista de Eco- 
nomia y Finanzas, pp. 609, 610. 
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Another cause is contained in the borrowing program 
which we have reviewed. The heavy borrowings have 
given rise to an increasingly heavy interest charge. 
According to Sr. Elysio de Carvalho, whose figures of 
new annual borrowings were given above, p. 461, the 
total foreign capital invested in Brazil was in 1917, 
$2,000,000,000.: Of this sum $577,240,000 is the foreign 
debt of the federal government (December 31, 1917), 
and $301,116,376, the foreign indebtedness of the 
individual states and municipalities (December 31, 
1916); the remainder, or $1,122,000,000, representing 
private investment. The annual interest charge on the 
federal foreign debt is about $30,000,000, but owing to 
the funding agreement, which did not end until August, 
1917, only $11,993,506 was paid in 1917. Interest on 
all other foreign capital ($1,423,000,000) at 5 per cent 
equals $71,150,000; the total interest charge in 1917 
was thus about $83,144,000. When this sum is added 
to the imports ($216,319,000), we have a total of out- 
goings from Brazil of about $299,463,000, as against 
$290,993,000 of exports. The favorable trade balance 
of $74,674,000 (shown on p. 460) is thus converted into 
a deficit of $8,470,000. Had the full interest charge on 
the federal foreign debt been paid, the balance would 
have been much more unfavorable. 

To sum up the discussion of Brazilian exchange, the 
suspension of specie payments by the act of December, 
1914, the large emissions of inconvertible paper money 
since that date, the sudden shutting-off of the large 
annual inflow of foreign capital by the outbreak of war, 
which brought upon Brazil the full burden of the inter- 
est charge — these factors, combined with the serious 
shrinkage of the exports of coffee and rubber and the 


1 Of the total amount $1,750,000,000 is European. Of this $705,000,000 is English, 
and $600,000,000 French. Pan American Magazine, November, 1918, pp. 20 et seq. 
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consequent failure of the export trade to expand, as 
it has done in other countries, brought it about that 
whereas in the other countries exchange rose remark- 
ably, in Brazil the level of exchange during the war was 
considerably below the level of pre-war years. 


JoHN H. WILLIAMs. 
HarvarRD UNIVERSITY. 
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I. INTRODUCTION 


Topay, when present and impending conditions are 
trying men’s souls and forcing a weighing in the balance 
of their past achievements in so many directions, it 
seems appropriate and important to make at least a 
partial appraisement of the contributions of scientific 
management to the field of industrial problems. It may 
be well, however, at the start to look back briefly over 
the successive stages of its development in order to 
arrive more fairly at a true estimate of its present value, 
and to enable a correct forecast of its potential worth as 
a means for the adjustment of present and future social 


and economic problems. 
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As long as the early discussions and the evolution of 
the science were confined within the bounds of the 
American Society of Mechanical Engineers, the public 
knew little of what was taking place. This was as it 
should have been, for the early papers! which stimu- 
lated discussion and really crystallized and forced the 
concrete statement of principles and methods, later 
served as the substantiation of the most potent claim of 
scientific managers — namely that scientific manage- 
ment is not a theory evolved on paper by a more or less 
practical dreamer, but is the result, tho as yet imper- 
fectly expressed, of carefully worked out solutions 
evolved by far-sighted and eminently practical man- 
agers and engineers to meet everyday problems. Such 
theory as has been developed was preceded long years 
by sound practice. 

With the Eastern Rate Case hearings in 1911, how- 
ever, came the second stage, the public awakening; 
and immediately succeeding it came a flood of popular 
articles, extravagant claims, and vehement denials. 
There was a mad scramble on the part of various 
owners of industries (possessing a lamentable lack of 
understanding as to what this new movement really 
was) to secure this “‘ panacea,” and of course an equally 
eager readiness on the part of incompetent and fre- 
quently unscrupulous charlatans to supply the demand. 
It is safe to say that had not such abundant evidence of 
the real value of the fundamental principles, properly 
applied, been available during this period, the inevitable 

1 Towne, “ The Engin as E ist,” Trans. A. 8. M. E., vol. vii, p. 425; 
Towne, “ Gain Sharing,” ibid., vol. x, p. 600; Halsey, ‘‘ A Premium Plan of Paying for 
Labor,” ibid., vol. xii, p. 755; Rowan, “‘ A Premium System Applied to English Work- 
shops,” Proc. Inst. of Mech. Eng., March 20, 1903, p. 203; Taylor, “‘ A Piece Rate 
System,” Trans. A. 8. M. E., vol. xvi, p. 856; Gantt, ‘‘ Bonus System for Rewarding 
Labor,” ibid., vol. xxiii, p. 341; Taylor, “‘ Shop Management,” ibid., vol. xxiv, p. 1337. 
Gantt, “ Graphical Daily Balance in Manufacture,” ibid., p. 1322; Barth, “Slide Rules 


as Part of the Taylor System,” Trans. A. 8. M. E., vol. xxv, p. 49; Dodge, “A History 
of the Introduction of a System of Shop Management,” ibid., vol. xxvii, p. 720. 
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reaction would have been much more severe and of 
much longer duration. The fact that it was not is only 
another tribute to the (possibly unconscious) far- 
sightedness of the real leaders in the movement. 

For there is no question that the reaction is largely 
past and that we are now in the third stage. This does 
not mean, however, that there is not still a tremendous 
amount of misunderstanding as to the real significance 
of the movement, or even a considerable amount of 
active opposition. The third stage is again clearly re- 
flected in the literature on the subject. The popular 
matter has dropped out pretty completely and has been 
replaced by an already large and constantly growing 
number of articles dealing, on the one hand with con- 
crete illustrations and explanations of the actual work- 
ings of the system or of parts of it, and on the other 
hand with frequently altogether healthy and well-in- 
tentioned, tho unfortunately not always well-informed, 
attempts to appraise its true economic significance. The 
active and open opponents, failing to find proof of the 
fulfillment of their dire prophecies as to the ill effects on 
the workman and the heartlessness of it all, have largely 
been driven to a less outspoken if more insidious activity, 
unwittingly furnishing tremendous arguments for the 
extension of what they sought to kill through measures 
forced on misinformed legislators in a vain attempt to 
stop the inevitable.! And incidentally, those of the 

1 I refer to the anti-stop watch and premium-payment riders to the Army Appro- 
priation Bills. Before the Committee on Military Affairs on January 4, 1917, Brig. Gen. 
William Crozier, Chief of Ordnance, in discussing the Taylor System at the Watertown 
Arsenal submitted testimony in substance as follows, Hearings before the Committee 


on Military Affairs, Army Appropriation Bill, 1918, pp. 955-964; see also Congressional 
Record for February 1, 1917, pp. 2654-60: — 

After the Taylor System had been in operation at the Arsenal a year or more a com- 
parison of identical jobs showed that the men on the average did 2.7 times as much 
work after its development as they did before. In the machine shop where most of these 
jobs were done, the average increase in output was 2.2. (See decrease for this depart- 
ment upon abolition of premium payment, below). The work was more carefully done, 
of a higher quality. There had been to date of testimony, January 4, 1917, some 
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Taylor persuasion — upon witnessing the constant put- 
ting forth, by those either ignorant of or actually op- 
posed to the Taylor System as such, of “ new” and 
brilliant ideas in management, incorporated long since 
in the practices of that group — may be pardoned for 
an unseemly chuckle up their sleeves at the rapid and 
irresistible spread of the principles and methods for 
which they have long stood. Not only in current trade 
journals laying no claim to being scientific management 
disciples, but also in the practices of many managers, 
some of whom at least lay claim to being exactly the 
reverse, is this tendency most noticeable. Only upon 
coming in more or less close contact with numerous 
plants is this fact brought home so forcibly. 

We may say, therefore, that the sensational and prop- 
agandist period is past, that the foisting of half-baked 
“‘ efficiency ” schemes on an unsuspecting and over- 
eager public is rapidly passing (altho there are still, 
unfortunately, too many managers who give less atten- 
tion to the selection of an industrial adviser than they 
give to the purchase of a new machine), and that the 
skeptical stage — the “‘ my business is different ’’ atti- 


seven years after the system was inaugurated, no single instance in which a man had 
complained of overwork. The spirit and contentment of the men had never been so 
good as they were during the several years in which the system was in operation. For 
a number of years the average earning of premiums of the workmen, above the regular 
day wage which in itself was equal to that of other plants in the vicinity, was about 
27 per cent of their pay. 

By congressional action the use of the stop watch and the payment of premiums 
were abolished. A comparison of identical jobs done in many cases-by the same work- 
man both before and after this proviso went into effect shows in the worst case, that of 
a job done by the same man, that he took 4.2 times as long to do the work after premium 
payment was abolished; in other cases the ratios were 3.6, 3.0, 2.9, ete., with average 
ratios as follows: 


Machine shop ............... 2.2 times as long when not on premium 
DINU EE SE be sccecconccecs ee - 2 - toe . 
NEES Ee oe Ss. °°, .,% * s.-¢ # x 
sin 6:0:5.000050,00008 _— - ** eed a 


The atmosphere of industry and application which was previously so noticeable changed 
materially, there was much more loafing and the men had no desire to exert themselves 
after premium payment was abolished. The earnings of the men of course dropped back 
to regular day rate, and the cost of facture was iderably i d 
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tude — is gradually passing with the constant addition 
of new lines of industry to the list of scientifically man- 
aged plants,' and that we are now in a period of healthy 
growth accompanied by a much more sympathetic and 
truer understanding of the fundamental nature of the 
principles and problems involved. “ Scientific manage- 
ment” has comfortably taken its place among the 
things which are here to stay. 

It is perhaps a little early to attempt to judge of 
many of the economic problems raised by scientific 
management — the smoke of battle is yet a little too 
pungent, and we are not yet sufficiently removed from 
its beginning to enable us to get a true perspective of 
the movement as a whole. Whereas in the past, how- 
ever, it has been necessary to speculate as to its probable 
effects on this or that phase of the problems presented, 
and even tho we may still justifiably concern ourselves 
in this manner with the numerous as yet unsolved ques- 
tions, we can now, nevertheless, get a much clearer per- 
spective than has been possible heretofore and perhaps 
more profitably focus our attention on the positive as- 
pects and accomplishments in certain directions, realiz- 
ing that it is no longer theory but facts with which we 
are dealing. If the writer succeed in crystallizing a few 
of the accounts on the debit side of our balance sheet by 
bringing together some of the concrete economic losses 
already eliminated or alleviated by scientific manage- 
ment, it may perhaps make easier our minds as to the 
state of the science as a whole. 

In considering the effects of scientific management 
from the standpoint of its positive contributions to in- 
dustry we may take up first the mechanical phase— 
the more purely impersonal aspects — divorced so far 

1 Cf. C. B. Thompson, “Scientific Management in Practice,” Quarterly Journal of 


Economics, February, 1915, p. 262, in which eighty-three different industries are listed 
since which time there has been a noticeable increase in the number. 
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as possible from considerations of its direct effect on 
the individual, leaving the human factor as the last and 
most important topic. The two are to a certain extent 
interactive, yet sufficiently distinct to warrant separate 
treatment. 


II. THe MEcHANICAL OR IMPERSONAL ASPECTS 
A. Increased Production 


Turning first then to the effects of scientific manage- 
ment on industry as such, as exemplified by those estab- 
lishments directly affected by it, by far the most striking 
single fact is the increase in production it has effected 
with the same equipment and personnel. This has oc- 
curred in many cases to such an extent as to be almost 
unbelievable. Ten, twenty, thirty per cent increases 
are the rule, and an output twice or even three times as 
great as had formerly been secured is not uncommon. 
And these results have not been uniformly secured, as 
might be supposed, from plants that were near the lower 
level of efficiency before the development of the system 
was started. On the contrary, in many cases the stand- 
ard of production was comparatively high, and I know 
of one case where the production was increased over 
60 per cent in a plant which from every standpoint was 
previously generally considered to be absolutely the 
most efficient of its kind in the country. The desire for 
increased production is often, indeed, one of the minor 
causes for the management’s determination to have 
scientific management — too often the output is greater 
than ever before and yet the firm through other causes is 
losing money, or conditions are unsatisfactory in other 
respects.! But in just that same plant when scientific 


1 Witness a recent demand on the part of workmen in one large shop for the initia- 
tion of time study as a means of mere accurate rate-setting. 
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management is developed, the output is almost sure to 
increase — incidentally as it were. 

Increase in production has been the cry of economists 
for centuries, and for centuries they have had their cry 
answered — at least partially. For it is the exception 
where, take any industry you will, with the constant sub- 
stitution of new and improved labor saving machinery and 
equipment the output has not been very largely increased 
over what it formerly was. Our industrial highway is 
strewn with the corpses of those individuals who would 
not or could not keep abreast of these improvements. 

Such increases, however, altho they may enable the 
individual to survive, may not and often do not wholly 
satisfy economic demands. They are brought about by 
the substitution of new machines for those already in use, 
oftentimes long before the latter have earned their keep. 
I heard of a case where recently in one department, new 
machines costing thousands of dollars and having been 
in use less than one year, were scrapped to make way 
for new and supposedly superior machines. 

The increase in production brought about through 
scientific management, however, is of a fundamentally 
different nature. True, the scientific manager does not 
tolerate obviously antiquated machinery, but he does 
not tolerate inefficient machinery of any kind, and it is 
just here that his real economic contribution comes in. 
With him it is not a case primarily of increase in produc- 
tion through new machines; it is first and foremost a case 
of increase through getting the most out of existing equip- 
ment and personnel. Only after present means are 
brought to their highest productiveness may the ques- 
tion as to whether new equipment is justifiable be satis- 
factorily determined. With the present mania for new 
equipment, we may well inquire whether, in very many 
cases, these changes do not impose an added rather 
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than a lessened burden on the consumer. If a proper 
charge for such rapid obsolescence as well as a regular 
charge for depreciation were figured into the expected 
cost resulting from the contemplated ‘‘improvement,’’ 
and particularly if this expected cost were compared 
not with present costs with existing equipment, but 
with what those costs should be, it is safe to say that 
many new machines would go unbought, that many 
firms would avoid bankruptcy, and that the owners as 
well as the buying public would profit thereby. It is 
just here that the line between the two kinds of in- 
creases may be sharply drawn, which brings us to the 
consideration of the financial aspect of the question. 


B. Decreased Cost 


For all practical purposes the consumptive capacity 
of mankind as a whole may be considered to be un- 
limited. Yet not infrequently there has occurred a 
state of so-called “ overproduction’ in one or more 
widely consumed lines of commodities. This apparently 
anomalous state of affairs will be found, upon analysis, 
to be due not to overproduction as such — not to a 
simple cessation of demand because of satiated desire — 
but to a conviction on the part of the consuming public, 
that at that price under existing conditions the commo- 
dity in question no longer yields the demanded return 
for money invested in it. What was formerly exchanged 
for this commodity now goes elsewhere where the equiv- 
alency is considered to be more attractive. Lower 
your price on this one commodity, however, and see 
what happens: — the balance of equivalency just estab- 
lished is again disturbed, the commodity now imme- 
diately represents a relative increase in return, those 
articles which before replaced it are now themselves re- 
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placed by it, and we get back at least to the original 
state of demand with possibly an added demand. Con- 
tinue to lower the price, and this commodity will con- 
tinue to edge its way into favor, constantly disturbing 
the balance and in constantly widening circles continu- 
ing to replace other articles which we deem, in com- 
parison, as of lesser utility. 

It would then seem clear that a simple increase in 
production without at the same time a decrease in unit 
cost (and therefore, in the long run, in selling price) 
cannot of itself in the great majority of cases be con- 
sidered an economic gain ' and may at times lead to a 
direct economic loss — overproduction. Furthermore, 
a simple increase in production with an accompanying 
decrease in a cost which, due to inefficiency in manage- 
ment, was hitherto higher than it should reasonably 
have been as judged by modern standards, may not and 
usually does not wholly satisfy economic demands. It 
is only erasing the negative and getting back to par, as 
it were, but failing to add a plus. 

Where the increase in production and the decrease in 
already satisfactory cost go hand in hand, however, our 
gain is direct and indisputable. 

It was for this reason that the distinction above was 
drawn, and it is on this ground that scientific manage- 
ment may lay just claim to a more favorable economic 
judgment than the prevalent increase in production 
brought about through new equipment which may not be 
economically justifiable. With its insistence on present 
efficiency before new equipment is permitted, which 
with its accurate cost system furnishes a basis for deter- 
mining the effectiveness of contemplated substitutions, 


1 I am not considering those rare instances where an increase in production with 
ee (in the case of whiskey, e. g.), nor where an 
i duction even at a decided increase in cost may be a distinct economic 
gain (in oe case of food shortage, e. g.). Such cases are altogether exceptional and 
have no practical bearing on the present discussion. 
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scientific management has a very much firmer founda- 
tion upon which to rest its claim. It of course has also 
the absolute reduction in cost in addition. 

Of the various means by which scientific management 
increases production and decreases cost, some — such 
as the selection, fitting and training of the workers, the 
reducing of labor turnover, absences, lates, etc., the 
determining and securing of a proper day’s work and 
the paying of a correspondingly increased wage — are 
distinct economic gains in themselves. These will be 
discussed under the human factors. Others, however, 
must be considered simply as the elements which go to 
form the most outstanding contribution of scientific 
management under this head — decreased cost — and 
as such several merit discussion here. 

1. The Use of Equipment. Closely connected with 
the question of new equipment referred to above, is 
that of the full utilization of that now on hand, using 
the term in its widest sense to include all facilities of 
production. 

A certain amount of idleness of equipment is of course 
unavoidable. That it should be even one-half of what it 
unquestionably is, however, is a striking commentary 
on the lack of foresightedness of many managements. 
The encouraging feature about it, however, is that a 
large proportion of idleness can be prevented and that 
a few progressive managers are informing themselves 
and taking effective steps to remedy the evil. Less 
encouraging is the fact that the extent and seriousness of 
the losses through idle equipment are seldom appreciated 
by the manager until it is brought forcibly, even vio- 
lently, to his attention through cold figures. In compara- 
tively few plants is a record of machine time regularly 
and systematically kept, and in still fewer instances is 
the effort made to determine in each case the exact cause 
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of idleness upon which to base intelligent remedies. If, 
as advocated by Mr. Gantt,! each manager could be 
shown that during the last two months a certain group 
of machines was idle say 40 per cent of the time, and 
that this idleness was distributed as follows: 


ToraL IpLENEss 40 % 
MMPI CURIOUS. os ccc ccc cece cece 3% 
CE SE Ee 12 
Lack of work at machines .....................005- 15 
Lack of orders for product .................... 0 
el ccs cct css snncnsceeess 4 
Unbalanced equipment ....................4.. 6 
as Se bias aid disloivie dice<leaineleo« 5 
Ne iE 6s cle asinhianeatsn ee samac 10 


and if in addition the money loss from each cause could 
be shown, measures to reduce the idleness would fol- 
low almost as a matter of course. Nothing is more com- 
mon than an abundance of room in what was previously 
a@ very much crowded and overburdened department 
after steps have been taken to balance, rearrange, 
standardize and maintain equipment, and it is not 
unusual to hear of a whole contemplated addition to 
a plant being found entirely unnecessary and conse- 
quently abandoned upon the presentation of such statis- 
tics as those cited above — a direct saving of usually 
thousands of dollars, to say nothing of the avoidance of 
actual loss (through decreased production or increased 
costs) which many times occurs with an enlargement 
of plant. 

Just why such conditions exist it is hard to say. At- 
tention to such matters should be one of the main duties 
of the manager. And with a table such as the above, he 
would soon make them his principal duty. Yet, even 


1H. L. Gantt, “‘ Productive Capacity as a Measure of Value of an Industrial 
Property,” Trans. A. 8. M. E., 1916. 
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under present conditions, it seems so much easier to 
order new equipment, blame the seller for such slow 
deliveries that our production is held up, and overlook 
the fact that by the aid of such facts the way out lies 
right under our noses. The answer probably lies some- 
where between our natural aversion to real thought and 
planning, and the fact that the prevalent forms of or- 
ganization keep the manager so hemmed around with 
ordinary routine that he is left no time in which to 
conceive and execute manifest reforms. The exception 
principle in management emphasized by Mr. Taylor, 
merits a much wider application on the part of most of 
our executives. 

2. The Use of Labor. Unlike an idle machine, there 
is of course no such thing as an absolutely idle man per- 
mitted in any plant, yet a man who, before thoro time 
study and planning might be considered to be extremely 
busy — as indeed he might be, tho perhaps inefficiently 
so — in the light of highly systematized working con- 
ditions would be thought of as having been previously 
very ineffectually employed. The term ‘“‘idle’”’ is be- 
coming a relative one. In general, except as the human 
element, to be discussed, enters here, the same condi- 
tions as pointed out for idle equipment are applicable 
in this case, and for the present the two may be con- 
sidered as of like nature and effect. Taken together they 
constitute the most tangible field for reducing costs. 

3. Material Control. The stores system in a scientif- 
ically managed plant is typical of the minute control 
designed to be exercised over all departments of the 
work. It is designed to cover the four factors covering 
the efficiency of material use: Quality, Quantity, Time, 
and Cost, and great care is taken to maintain the proper 
balance between these four interdependent variables so 
that their resultant effect will be the best for any given 
case, all things considered. 
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It is not the purpose of this general review to go into 
a description of either the methods or the exact results 
of the various means by which modern management’s 
economic contributions are made. To do so, even for 
the present topic, would require volumes. Only the 
broader features can be briefly touched upon. In gen- 
eral it may be said that the principal losses in the ma- 
terials field occur on the one hand through oversupply, 
and on the other through undersupply; and curious 
it may seem, losses from both sources occur most ofted, 
in the same plant. 

It is the exception where the cost of installation of the 
stores system does not pay for itself by immediate sav- 
ings effected, and in many cases these savings arise 
largely through the elimination of surplus stock and 
useless varieties, and through effecting a more rapid 
turnover. In fact, reports as to the amounts of junk dis- 
posed of in various plants upon the development of the 
stores system would be almost unbelievable to one who 
has not had first hand contact with this work, were it not 
for the records supporting the statements. Tons and 
tons of supplies — ordered by the foreman for the ex- 
pected rush which did not materialize, parts lost or re- 
jected in process, duplicate orders uncaught, “ rainy 
‘day ” and spoiled parts cached by the workman, wrong 
material delivered and not sent back, parts for discon- 
tinued products, and fantastic variations from standard 
— all accumulate in the storerooms or at various odd 
places (including valuable working space) throughout 
the plant, until a detailed study of production require- 
ments leads to a wholesale housecleaning. Immediately 
and almost invariably, the inventory of stores which it 
is necessary to keep on hand is decreased, releasing idle 
capital. This capital invested in turn becomes more 
productive through more rapid use. 
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The experience of the Watertown Arsenal where, upon 
the development of the system, the savings in one year 
resulting from the use of surplus stock amounted to 
$122,789.61 is typical of many, many plants in this re- 
spect. Similar instances could be multiplied almost 
indefinitely. 

Looking behind such conditions we readily see not 
only the general disorganization and lack of knowledge 
thus typified, but also the large amount of capital tied 
up, the inevitable depreciation and deterioration of 
stock, and the general interference with the flow of work 
in productive processing. Add to this the elimination of 
the generally rapidly disappearing annual or semiannual 
shutdown for inventory taking, and the sources of the 
large savings become apparent. 

Similarly, lack of the proper material at the right 
time is frequently the cause of expensive delays, post- 
poned delivery dates and even loss of trade. Here 
again a certain amount of lost motion is unavoidable; 
but that four-fifths of the current inconveniences and 
losses experienced in material handling can be elimin- 
ated by detailed knowledge and proper planning is 
proved by those scientifically managed plants which 
have systematically attacked and regulated stores 
problems. 

4. Routing. The decreasing of costs through the full 
utilization of equipment, of men, and of materials has 
been discussed. Another of the means by which this 
reduction is secured is the broader use and correlation 
of the business as a whole, including both the physical 
layout and the administrative control of the various 
component parts of the business. 

Just what is meant by this topic, as well as its signifi- 
cance, may be illustrated by an example. In modern or 
scientific management a factory is looked upon from the 
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strictly production standpoint as comparable to an 
automatic machine. Just why this conception is neces- 
sary may be seen from considering a compound full 
automatic consisting of five successive components, 
A, B, C, D, and E. As a piece is completed in any 
one of these parts, it is automatically swung around to 
be further processed in the next, and obviously that 
next must be free of its previous piece and ready to 
receive the new. Properly to set up such a machine of 
course requires detailed knowledge of and strictest 
attention to the time element for each head. 

Now, a great many plants are being run today with- 
out an appreciation of the fact that the various depart- 
ments of the plant as a whole are exactly analogous to 
the various parts of the automatic machine. The result 
is very much like the result would be if the automatic 
were set up either by one man who lacked or disregarded 
knowledge of all parts except that he was working on at 
the time, or by two men working independently with- 
out the knowledge of what the other had done, was 
doing or expected to do. In the case of the machine its 
various parts simply must be correlated and brought 
into proper synchronism by one man or by concerted 
action if by more than one; the same thing is less 
obvious but equally true in the case of the interdepend- 
ent departments of the manufacturing plant if equally 
satisfactory results are to be expected. The “ set up ” 
and regulation of the various departments of most 
factories is an exceedingly complex and technical under- 
taking commonly defined by the term “ routing,” and 
not for a moment can any one foreman be allowed to 
run his department as he sees fit regardless of its relation 
to other departments and to the business as a whole. 
Hence the insistence in scientific management on a 
somewhat elaborate Planning Department, or at least 














SCIENTIFIC MANAGEMENT 481 





on a central control of all activities which in any way 
have an interacting effect, and conscious and constant 
effort is put forth to secure this central control. As per- 
haps the finest example of the practical application of 
what has here been incompletely described, reference is 
made to the work of G. D. Babcock in the plant of the 
H. H. Franklin Manufacturing Company.' Suffice it 
here to emphasize the point that such control is the 
cardinal aim of every scientific manager, more or less 
perfectly realized in the best shops and secured through 
the systematic collection of all relevant information and 
through the practical application of this knowledge 
through measures collectively known technically as 
“control.” This control is established through the 
proper use of such measures as standardization, time 
study, logical layout, careful routing of work and first- 
piece inspection, mnemonic symbols, the Order of Work 
and the Bulletin Board or its equivalent — all mechan- 
isms which, in one form or another, have become integral 
parts of modern management. 

5. The Regularizing of Production. Perhaps nowhere 
better than in the elimination of seasonal production 
and its attendant evils is the fact illustrated that what 
is of permanent benefit to the management also benefits 
the workmen, and vice versa. It would in fact in this 
case be difficult to say to whom the larger benefit ac- 
crues — to capital and the consumer through full and 
continuous use of a minimum of plant, equipment and 
personnel, or to the body of employees through full- 
time employment and regular wages. Operation under 
conditions of seasonal fluctuations is a direct economic 
waste to the community, and that in very many cases 
it is not an unpreventable waste has been amply proved 
by those industries which have attacked and eliminated 


1 Babcock, G. D., The Taylor System in Franklin Management. 
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the evil. It would of course be folly in this case as in so 
many others to claim any monopoly of effort along this 
line for scientific management plants — the case simply 
illustrates what may be accomplished along so many 
lines by what scientific management does make it a 
definite policy to do: a policy of conscious and continu- 
ous taking thought of the numerous economic and social 
factors which make for permanent success. 


C. Improvement in or Maintenance of Quality 


Next to increased output and decreased cost, the 
question of quality of output deserves attention, for 
obviously, while in cases improvement in quality may be 
justified even with decreased production and increased 
costs, the reverse would infrequently be the case. 

That the increases in production under scientific 
management have not been secured at the expense of 
quality would seem proved, if proof were needed, by the 
permanence both of those increases and of the firms 
which have secured them, and will be questioned by no 
one acquainted with the facts. As a minimum, the 
maintenance, at least of the engineer’s ‘‘ good-enough- 
is-best ” quality, must be the first concern of those who 
expect fully and permanently to benefit by modern 
methods of management. It has remained largely for 
the time study man and the instructor, supported by 
proper quality bonus and thoro inspection, however, to 
prove that as between speed and quality there is not 
only no intrinsic irreconcilability, but indeed that with 
intelligent handling an improvement in quality usually 
accompanies increase in speed. Just why this is so may 
be left largely to the psychologists — we are here dealing 
simply with the abundantly proved fact. 
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D. Speedy Production and Accurate Delivery 


It must never be forgotten that any industry, to re- 
main in operation, must produce a profit. When it ceases 
to do so it loses the support of the investor and must 
perish. As a corollary to this it must be borne in mind 
that investments in plant, in materials, and in labor 
become bills receivable only when the finished product 
is shipped from the factory door. This shipment date 
then becomes one of the vital points of contact between 
seller and buyer — the earliest point ordinarily at which 
expense becomes convertible into profit. 

The quoting of a minimum time necessary for delivery 
after the receipt of the order and the strict adherence to 
the specified delivery date are two commonly unappre- 
ciated factors in business success. From the buyer’s 
standpoint they are outranked in importance only by 
quality, and oftentimes not even by that quite fre- 
quently intangible and relative characteristic. As be- 
tween two reputable firms whose selling prices are not at 
too wide variance, the duration and definiteness of the 
time for delivery become governing considerations, and 
not infrequently indeed delivery outweighs both quality 
and price. The firm which, on a basis of knowledge and 
through the systematic measures of control discussed 
above, can accurately predict and rigidly maintain 
delivery dates is not only in an enviable position from 
the buyer’s standpoint but may claim a distinct con- 
tribution to itself, to the buying public, and to the 
community at large. 

For every cessation of processing operations for lack 
of material, every delay due to machine breakdowns, 
every loss of production due to discontented or absent 
workmen — every interference with high production 
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from whatever cause in our factory — is an economic 
loss; every failure to meet scheduled and attainable 
delivery dates (regardless of whether thereby the pur- 
chaser’s schedule is also upset for in any event our turn- 
over is less rapid than it should be and our costs must be 
higher than they should be) — every performance below 
a@ standard which, as gauged by current and freely 
available modern practice, may be reasonably expected 
and justifiably demanded, is an economic loss which 
must ultimately be paid for by the consumer. 

The quickening of production and the consequent 
increase in rapidity of turnover, the informed and de- 
tailed control of work in process, and, resulting from 
these, the quoting of a quick and dependable delivery 
date — these factors characteristic of properly managed 
plants together constitute a decided antidote to the 
tendency for ever increasing costs of living. 


E. The Power and Stimulus of Knowledge 


As a final consideration under the industrial or non- 
human aspects of the discussion must be mentioned, 
partially by way of summary, the numerous factors 
which considered as a whole form the possibly less tan- 
gible but nevertheless eminently comforting features 
of operation under scientific management. I refer to 
the confidence, the sense of security, the power and 
stimulus, the aplomb which springs from the knowledge 
that we have real control of our business through the 
ordered regulation of its activities according to ade- 
quate knowledge and best practice — one of those by- 
products of Scientific Management which are often of 
such transcendent importance. 

There is something immensely stimulating about it 
all, something akin to the inspiration and confidence we 
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feel when in the presence of a man who is a master of his 
subject and whose opinions and actions we know are 
based on thoro knowledge and thoro understanding. 
Who has not experienced the enthusiasm which comes 
with the final solution of an intricate problem; who has 
not experienced the stimulus of directing interdependent 
forces in perfect confidence toward a solution which, be 
what it may, we know must be the proper one because 
arrived at through absolute adherence to natural law. 
In the one case it is the enthusiasm of the chemist when 
he knows he has ferreted out a new element; in the 
other it is the confidence and the power of the master 
at his work. 

This enthusiasm, this stimulus is nowhere more infec- 
tious than in industry. Striking proof of this is afforded 
by the avidity with which the “ efficiency ”’ gospel has 
been bandied back and forth between adherents and 
opponents during the eight or nine years it has been 
public property, and by the readiness with which very 
many of the largest and most progressive firms in the 
country have accepted and successfully applied the 
principles of modern management. It is fortunate that 
this is so, for in the search for and utilization of better 
methods wherever found lies the hope of American in- 
dustry. The metal working industry generally has been 
tremendously spurred forward not only by the develop- 
ment of high speed steel, but also by the example of 
those plants which have not been content with being 
forced to adopt this means of increased production but 
which have voluntarily followed this measure up with 
others of far-reaching importance, and who have thereby 
postponed in their cases the time of diminishing returns. 
Tho lacking the same stimulus, there are increasing 
signs that the textile and other industries are shortly due 
for a less revolutionary yet none the less peremptory 
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awakening. They also must catch up with the, as yet, 
comparatively few examples of advanced management 
among them. 

The fear of the power of knowledge even more than 
that of the power of capital may well cause competitors 
to demand forthwith a balance sheet of knowledge. 
Tho capital is needed to put knowledge to work and to 
keep it there, capital without knowledge is likely quickly 
to disappear in competition with those who possess both. 
Knowledge without capital is a stronger asset than is 
capital without knowledge, for knowledge may be cap- 
italized while capital cannot be educated. We may well 
pause to consider our probable future status when our 
competitor and not ourselves is one who knows how long 
work should take; who knows the capacity of each ma- 
chine, of each department, and of his plant as a whole, 
and who takes measures to see that these various factors 
are properly balanced; who has worked out, standard- 
ized and reduced to permanent form the best methods 
of performing work; who really knows costs (as far as 
from their very nature they may be known) and knows 
at how low a figure he can sell in dull times and still 
make a profit or secure more work to keep his organiza- 
tion and plant intact even at no profit, and who knows 
when he does quote a specified selling price whether he 
is losing money on the sale or not. We may well con- 
sider our relative positions when he is the one who knows 
that there is no inherent inconsistency between wages 
plus and cost minus, because he knows, appreciates and 
acts on the fact that “‘ maximum prosperity for the em- 
ployer, coupled with maximum prosperity for the 
employee ought to be the two leading objects of man- 
agement.” Such a competitor, we know, really controls 
his business and has a check on its efficiency — we are 
but alchemists, he is the chemist of industry. 
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III. Tas Human Factor 


Just as increased production may be frowned upon if 
unaccompanied by decreased cost of the product and 
either of these may be censured if thereby quality is 
allowed to suffer, so none of these accomplishments can 
be commended or tolerated if at the same time labor — 
the human element — be not kept in satisfactory ad- 
justment and correspondingly benefited. 

Important tho it be for the country at large that we 
have high production and low costs, that we establish a 
strong industrial basis, it is of greater importance that 
while we are making things we do not forget that our 
first and infinitely more important duty is the making 
of men — of good citizens. 

Scientific management has from the first been a storm 
center around which questions of labor have raged. Be- 
cause of its effects in so many particulars on human 
relations it must continue to be so. 

Time and space might profitably be given to showing 
how, in the evolution of scientific management, more 
and more emphasis has been placed on the necessity of 
maintaining just human relations and of promoting the 
best interests of all concerned; how the very structure 
of the mechanism itself is designed to safeguard, to in- 
crease and to satisfy those interests; how its very nature 
is such that, so far from militating against those inter- 
ests, it is vitally dependent for its very continuance on a 
proper maintenance of them. Certainly such considera- 
tions must prove of vital interest and concern to anyone 
who deplores and looks beyond the present troubled 
days. Profitable and interesting as such a story might 
be, however, I believe it to be still more profitable and 
pertinent to summarize, even somewhat categorically, 
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some of the specific accomplishments known personally 
or through reliable authority which show in concrete 
cases the embodiment in actual practice of the theory 
and principles of scientific management. A theory may 
be ever so beautiful in the abstract; to judge of its 
soundness we must examine its results in practice. 
Before turning to the discussion of concrete cases, 
it should be remembered that in considering the rela- 
tions between industry as such and the individual, one 
is dealing with questions of tremendous significance 
and complexity. Many of the unsatisfactory conditions 
under which we work today are heritages of an age long 
past, just as many of the more satisfactory conditions 
today are in turn the successors to those once less 
satisfactory. The massing of workers, the economic 
dependence of the employee on the employer, the spe- 
cialization of processes and the minute subdivision of 
labor, the aggregation and power of capital — the prob- 
lems and ills of the individual arising through such 
factors have not, as is sometimes intimated, been 
brought on by scientific management; they are inherited 
problems and abuses with which, in common with other 
agencies, scientific management must deal. There is 
and can be no panacea for industrial ills — industry is 
not such a static thing as to make possible any such 
consummation. No movement can be justly judged 
from this standpoint — it must be judged according to 
the vigor and success with which it attacks and solves 
or ameliorates such unsatisfactory conditions as it may 
encounter under given circumstances. In the case of 
scientific management then, our inquiry must be, not 
whether it has completely solved partially unsolvable 
problems, but whether it is entitled as its exponents 
claim to be ranked as a movement which, as a cardinal 
principle makes a vigorous attack upon these problems 
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a definite part of its policy, and which is in fact, perhaps 
more than any other one agency contributing in a sub- 
stantial degree to their satisfactory adjustment. It is 
from this standpoint that the following discussion is 
offered. 


A. Industrial Peace 


It would be impossible to say to what one feature the 
freedom from “ labor trouble ”’ characteristic of plants 
operating under scientific management has been most 
due. Certainly no one feature in itself has brought this 
about, and probably not any one feature has been most 
potent, for high wages is by no means everything for 
which the workman looks to the management. The 
absence of labor unrest is due undoubtedly to a com- 
bination of causes—to increased personal individual 
production and improvement in quality with the result- 
ing personal satisfaction; to high wages unaccom- 
panied by overexertion; to individual and impartial 
opportunity, assistance, recognition and reward; to an 
adequate machinery for the speedy adjustment of 
grievances; to conditions of work, of pay and of oppor- 
tunity measurably better than the labor union in neigh- 
boring plants of the same type has been able to obtain 
and at the same time to an absence of ultra “ welfare 
work ” and similar measures which smack too much of 
paternalism and which tend, the workers feel, unduly to 
lighten the weight of their pay envelope. It is due to a 
spirit of coéperation — the “ mental revolution ”’ which 
is such a vital part of scientific management — to fair 
dealing, to a proper work environment, to a spirit of 
democracy, and to a feeling on the part of the employee 
that his best interest is being and will be looked after. 
It is due in fact, to the various factors discussed above 
and yet to be discussed considered collectively — it is 
inclusive of them all. 
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Summarize the causes as we may, however, the fact 
remains that in scientifically managed plants there 
has been remarkable freedom from the turbulent and 
distressing manifestations of industrial maladjustment 
characteristic of the last four years. It would be too 
much to expect that they could entirely escape the 
epidemic of industrial unrest, but it is extremely signifi- 
cant that, so far as is known through broad inquiry, 
such disturbances as have occurred have been of an 
altogether minor character, quickly and satisfactorily 
adjusted. 

This fact is of preéminent importance at the present 
time. It is unquestionably the greatest contribution of 
scientific management — all the more so because se- 
cured, not as industrial ‘‘ peace ’’ was secured during the 
latter period of the war by governmental suppression 
of the disturbance of industrial conditions by either 
labor or capital, but by codperation, justice, and fair 
dealing. 

B. High Wages 


It has sometimes been claimed that, in the cases of 
certain profit sharing and other measures, daily wages 
have been depressed below the market rate in the exact 
ratio in which profits were to be shared. Whether the 
claim is well founded does not concern us here. So far 
as the writer knows, this accusation has never been laid 
at the doors of Scientific Management. That it is not 
likely with justice ever to be is due to the dependent 
relation between daily wages and output. Starting with 
a current base rate of pay and the normal amount and 
quality of work customarily delivered by the operatives 
for that pay, scientific management first takes measures 
by which that production or that quality, or both, may 
be increased. Having thus provided the possibility of 
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higher and better production, it then offers, as a matter 
of justice as well as of necessity, a correspondingly, i - 
creased incentive for its accomplishment, payable; at 
once regardless of whether or not during any given 
period a profit is made on the business as a whole. Each 
is necessary to maintain the other, and the increased 
wage is solely dependent on and must follow imme- 
diately, not precede, increased output. 

Increases in the earnings of operatives working under 
scientific management are too common and well known 
to need repetition here. Bonus percentages, above the 
prevailing market rate of wages, vary from 20 per cent 
to 40 per cent or higher depending on the character of 
work, and on the average are earned on from perhaps 
70 per cent to 90 per cent of the jobs worked upon.' 

That the more progressive managers are beginning to 
question the prevalent empirical bases of wage deter- 
mination and to seek for a more satisfactory basis is 
evidenced by an attempt on the part of several of them 
to reduce to formulae the effects of various factors pre- 
viously wholly neglected or only empirically estimated. 
Thus Babcock ? takes into account the following factors: 
Rate of production. 

Cost of living. 
Number of processes workman can do. 
Years of connected service. 
Fixed charges rate per hour which man has 
chance to modify. 
6. Percentage of premium earned. 
7. Late or absence record. 
8. Spoiled work. 

1 For typical records see Hearings before Special Committee of the House to in- 

vestigate the Taylor and other Systems of Shop Management, vol. iii, p. 1502; Con- 


gressional Record, February 1, 1917, pp. 2655-57; Thompson, 8. E., ‘‘ Development 
of Scientific Methods of Management,”’ Trans. A. 8. M. E., vol. xxxix, p. 123. 


2? Babcock, G. D., The Taylor System in Franklin Management. 
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9. Percentage of time under task. 

10. Coéperation and conduct. 
Such an attempt shows careful consideration of one of 
the three most important things for which the workman 
looks to the management: wages, conditions, oppor- 
tunity. 

Since the present paper is designedly little more than 
a synopsis of conditions as they are, it would be inap- 
propriate to prolong it into a discussion of the various 
interesting social and economic aspects of scientific 
management as related to the wage question as a whole. 
It must suffice here to emphasize the undoubted fact 
that scientific management is leading the way both in 
the actual payment of wages higher than the general 
market level and in attacking some of the deeper 
fundamental phases of the problem. 


C. Proper Working Hours 


Mr. Taylor was one of the first to recognize and to 
prove the fact that overlong working hours are not con- 
ducive to high output, and that in very many cases 
hours of work may be sharply decreased up to a certain 
point and output increased simultaneously,' this point 
having to be scientifically determined for each class of 
work. The policy of reducing excessive working hours 
offhand, and of continuing thereafter to reduce them to 
a point not inconsistent with maximum gross output, 
has been consistently followed by his associates,? and 
scientifically managed factories as a body today are 
operating under at least as short hours as any other 

1 For instance, see account of his early work at the Symonds Rolling Machine Com- 
pany, Shop Management, paragraphs 195-210. The same thing has happened in 
numerous other cases. 


® See Thompson, 8. E., ‘‘ Development of Scientific Methods of Management,” 
Trans. A. 8. M. E., vol. xxxix, p. 123. 
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group of plants, while excessive hours on the part of 
any of them are unknown. 

When one stops to consider it, it does seem rather re- 
markable, not to say significant, that scientific manage- 
ment presents such a uniform history of simultaneous 
increase in output, increase in quality, increase in wages, 
decrease in working hours and decrease in costs in those 
plants where it has been developed. Such is its record, 
nevertheless, in dozens of applications. It has ceased 
to be a novelty and is now the expected thing. 


D. Conditions of Work as Related to the Health and 
Well-Being of the Worker 


Looked at from a perfectly cold-blooded standpoint 
the return on the investment in the upkeep of the effi- 
ciency of the human machine exceeds that on the in- 
vestment in the upkeep of the mechanical product. A 
moment’s reflection will show why this must be so, for 
under proper conditions the human mind and heart 
delivers a plus which the inanimate machine is incap- 
able of. From the entirely personal, selfish financial 
aspect, then, there can be no question that the very 
best condition for the employee is the very best condi- 
tion for the owner of the business. And by the word 
““ best ”’ is here meant what is really best for the work- 
man in the long run: wages neither too low nor too high, 
hours neither too long nor too short, general treatment 
neither too degrading through neglect or abuse nor too 
emasculating through ingratiation or paternalism. 

From the purely economic standpoint, furthermore, 
this condition is equally true. It is economically wrong 
to allow the human machine to work under unsocial 
conditions of long hours, low wages, poor working con- 
ditions, unfair competition and lack of free scope for the 
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proper exercise of one’s individual abilities, because 
under such unsocial conditions best results are not 
obtainable from human beings. A prematurely incapac- 
itated workman, much more than an inefficiently em- 
ployed one, is a direct financial loss to the industry and 
a direct economic loss to the community. 

. But it is particularly the social and ethical aspects of 
the question which I wish to emphasize. That the 
owners and managers of plants under scientific manage- 
ment recognize and capitalize that source of additional 
personal profit is true; that they consciously consider 
their economic obligations may or may not be true; 
but that they primarily and continuously have the best 
interests of their people at heart, not from any ulterior 
motives but because they are that sort of person, I 
believe can be doubted by no one who will take the 
trouble to visit them and their employees. They 
would otherwise never have achieved scientific manage- 
ment — for scientific management is distinctly a thing 
to be achieved; it cannot be purchased and it cannot 
be had or maintained without this attitude. 

One would naturally expect, therefore, to find in such 
plants satisfactory conditions as regards accidents, 
health and sanitation, the speedy and impartial adjust- 
ment of grievances, and comfortable working conditions 
generally. The providing of such necessities follows 
almost as a matter of course. In addition are found also 
in varying degrees of completeness rest and recreation 
rooms, playgrounds, libraries, lunch rooms where neces- 
sary operated at cost, first aid hospitals, etc., on an 
unpretentious scale according to strict utility. Such 
measures, if initiated upon actual need and if properly 
regulated, are appreciated by the employees and express 
the good will of the firm toward them. Then, as a step 
further, there are the mutual benefit societies and 
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insurance and retirement funds which were initiated by 
Mr. Taylor very early in his work and which are very 
characteristic of plants following his lead as well as of 
many others at the present time. 

There is another phase of this question, however, 
which is of much greater importance than most of the 
measures enumerated in that it affects the workman 
during his entire working hours while he is at the ma- 
chine and for his entire life as a productive member of 
society. While it is important to provide means for 
caring for him during temporary sickness or disability 
and after he has ceased to be productive, it is at least 
equally important that his period of usefulness be safe- 
guarded and prolonged through attention to his daily 
work. This is accomplished through the determination 
of “ the best day’s work that a man could do, year in 
and year out and still thrive under.” The object of 
time study is just this — the determination of a proper 
day’s work which, through allowance for rest and neces- 
sary delays, the workman may do year in and year out 
and thrive under. The setting of a task either too high 
or too low is equally shortsighted, since the object for 
which the study is made is thereby defeated. As a vital 
part of the determination of such a task is the investiga- 
tion of the tiring effect on a workman for each class of 
work, investigations commonly described today by the 
term “ fatigue study.” 

It is significant that the first “ fatigue study ” ever 
conducted in a really thoro and scientific manner, so far 
as the writer’s records show, was performed over thirty 
years ago by Mr. Taylor as a part of his determination 
of a proper day’s work.' Indeed, so far ahead of the 
time was he that, except as embodied in the routine of 
current time study according to the methods he and his 


1 Taylor, The Principles of Scientific Management, pp. 53-59. 
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associates developed and insisted upon! these early 
researches seem until very recently to have been gen- 
erally overlooked until the admirable work of the British 
Health of Munition Workers Committee served again 
to emphasize their importance. 

And, in closing the discussion of this topic, it may be 
stated that, in spite of the oft-expressed fears on the 
part of various estimable gentlemen that the so-called 
“speeding up ” would result to the immediate or ulti- 
mate detriment of the worker, no authentic case of any- 
thing but beneficial results has been brought to light. 


E. Selection, Fitting, and Training 


It would be difficult to overestimate the advantage 
both to the individual and to the nation of a condition 
where each person could be engaged, under conditions 
satisfactory to him, upon work for which he is naturally 
best fitted. The misfits in industry are the causes of a 
direct loss of thousands of dollars annually, and of a loss 
of initiative impossible to appraise and of far greater 
importance. In the first place it is an economic waste to 
hire a workman who is not fitted for the work in hand. 
This waste is not always avoidable or even to be avoided 
under all circumstances, however. In the second place, 
after a man is hired he must be quickly trained to his full 
productiveness or transferred without delay to work on 
which this will be possible. He must in the third place, 
both for his own sake and for that of the management, 
be taught to do several different operations if possible 
(see Babcock’s formula, item 3, page 491, above), and 
finally in the fourth place he must be given an oppor- 
tunity to measure up to his full abilities as he proves, by 


1 See Merrick, D. V., ‘“‘ Time Studies for Delay Allowances," American Machinist, 
June 21, 1917, p. 1061 (and preceding articles) where carefully worked out charts show 
proper allowances for rest and delays under various conditions. 
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careful and impartial records, that he can assume in- 
creasing responsibilities. It is a direct loss to employ a 
man on work for which he not fitted, or to fail to take 
advantage to his full ability. The human scrap heap of 
discouraged, discontented and worn out men is but a 
sorry return for our modern industrial system. 

If we believe that ‘‘ for each man some line (of work) 
can be found in which he is first class,” it imposes upon 
us the duty of acting in conformity with our belief. In 
addition it is sound business. Committed from early 
days to a policy of “ scientifically selecting, training, 
teaching, and developing the workman,” in plants ad- 
hering to this principle it is the customary thing, there- 
fore, to find operatives who are now doing excellent 
work on their third, fourth, or even fifth trial after hav- 
ing previously been unsuccessful at work for which even 
they originally thought they were best fitted. We 
naturally expect to find, and do actually find, numerous 
cases of promotion from the ranks. Starting with the 
original functional foreman inappropriately called the 
disciplinarian, now developed into the modern func- 
tionalized Employee’s Department (known variously 
also as the Personnel Department, the Labor Depart- 
ment, the Employment Department, etc.), there is set 
up not only a means for bringing to pass such conditions 
as those described above, but also a means to establish 
and maintain a more intimate personal touch between 
management and men, and to modify or counteract the 
tendencies on the part of the foremen and the produc- 
tion officials generally to press for high production re- 
gardless of the best interests always of the individual, 
and on the part of the employees to go to the other 
extreme. This department is so constituted that it sits 
in judgment over the employee on the one hand and the 
management on the other — acting as buffer, as it were, 
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between the two. The very recent widespread adop- 
tion of this safety valve is a decided step in the right 
direction and has far-reaching possibilities in capable 
hands. 


F. Free Scope for Individual Initiative and 
Opportunity for Advancement 


“ Democracy in industry ”’ has been defined as exist- 
ing where conditions are such as described in the above 
title. Whether we agree that this is a sufficiently com- 
prehensive viewpoint or not, certainly this degree of 
“industrial democracy ” should constitute the mini- 
mum for which we should strive, and is necessary for 
true progress. And yet even this amount is extremely 
difficult to obtain in modern industry, even with the 
best intentions in the world. Opportunity may be 
abundant, yet there are so many unmeasurable elements 
to be considered in determining advancement — so 
many questions of judgment and of personality and of 
circumstance. The best one may do is to do the best he 
can, in fair-mindedness and in impartiality. 

Monotony, where monotony exists (for there is ample 
evidence that many for whom in their “ deadly monot- 
onous ”’ tasks we are prone to feel compassion, do not at 
all envy us with our larger responsibilities), is due not so 
much to the unvarying repetition of recurrent opera- 
tions as to the accompanying feeling that the work holds 
no future possibilities. Introduce the possibility and the 
probability of a more attractive future, and the hum- 
drum task becomes but a stepping stone, seen in its 
proper relation to the whole scheme of things and 
eminently serviceable and satisfactory as a present 
means. The belief that each of us has a marshal’s baton 
in his knapsack is no less stimulating today than it was 
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in Napoleon’s time, and the conviction that we have 
reached a position of status is no less deadening. 

Difficult as.it is, therefore, it is nevertheless vitally 
important that the channels of advancement be kept 
open and that every incentive and opportunity be given 
a man for bettering his position. As possibly the most 
effective avenue through which this is accomplished in 
scientific management is functional foremanship. The 
requisites of the customary “line” foreman are so nu- 
merous and of such a nature as to preclude from that 
position all but the rather exceptionally gifted work- 
man. Functional foremanship, by dividing among sev- 
eral foremen the duties ordinarily expected of the one, 
introduces greater opportunity for the man of limited 
or specialized talent and at the same time does not 
lessen the demand for those of greater or more balanced 
capabilities. 

For the most part, since this topic is so closely allied 
to the preceding one where the provision for definitely 
teaching and guiding the employees was discussed, little 
additional emphasis is needed here. Before passing on, 
however, a prevalent fallacy in regard to the limitations 
placed on personality in these plants should be noted. 
The idea is frequently expressed that in working under 
highly standardized conditions and with detailed in- 
struction and supervision from above in regard to meth- 
ods, there can be little chance for the exercise for one’s 
individuality. 

I believe it has been conclusively demonstrated in 
practice that scientific management is decidedly a 
dynamic movement, governed not by inflexible methods 
and case-hardened mechanisms, but solely by principles. 
There have certainly been new developments from time 
to time sufficient to prove that there is a ready accept- 
ance and adoption of better ways immediately they are 
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proved. But, and here is the point, they must be 
proved; for it is no less a waste to be constantly upset- 
ting carefully worked out methods upon the insistence 
of those who, because they have not first mastered pres- 
ent ways, have little right to an opinion at all as to their 
relative efficiency, than it is to refuse to adopt new and 
better ways when they are found. We do not and it is 
right that we should not let a novice tamper with a new 
and delicate mechanism until he has proved that he has 
mastered it. 

The complaint to this extent, therefore, is well 
founded. It is not individuality and initiative run wild, 
however, which is really constructive; it is intelligently 
applied individuality, and prerequisite to this is an un- 
derstanding of things as they are and why they are so. 
Founded on laws based so far as possible on fact from 
whatever competent source obtained, and administered 
through a democratic form of organization which draws 
its various functionaries from the ranks of the workman, 
scientific managersnt embodies ‘‘ management shar- 
ing ” on a basis and to a-degree infrequently encountered 
in industry today. 


G. Reduction of Labor Turnover 


It is unnecessary to review either the extent or the 
evil effects of undue labor turnover. Much has been 
written on the subject, recent experience has made us 
familiar with its prevalence, and but brief discussion is 
necessary here. 

Much of the restlessness in industry is curable. It is 
due to the existence of unsatisfactory conditions in just 
those features of management discussed in the preced- 
ing topics — to low wages, to long hours, to poor work- 
ing conditions, to lack of proper selection, fitting, and 
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training, and to a conviction on the part of the employee 
that for him his present job in his present place offers no 
future. Naturally, therefore, with the removal of the 
causes in any particular place the evil itself largely dis- 
appears. This has been the experience in numberless 
plants which have adopted advanced measures more or 
less completely, and the testimony to this effect is in 
nowise limited to the particular group of industries we 
are here considering. The simple fact that their adop- 
tion with the accompanying low labor turnover are 
characteristic of scientific management plants to a high 
degree, as is proved by their records, is what primarily 
concerns us at present. Altho the amount of turnover 
has increased probably without exception during the last 
three years, it has noticeably been kept within bounds, 
comparatively, in plants of this type. Upon the intro- 
duction of labor-saving devices and methods where in- 
crease in sales has been insufficient to enable the 
retention of the whole previous force, the policy has 
been adopted of securing an eventual net reduction in 
personnel, through filling the places of those who volun- 
tarily leave, from the ranks of the resultant force 
trained, as before mentioned, to perform several dif- 
ferent operations. 


H. A Spirit of Codperation and Confidence, and a 
Feeling of Security 

As a result of all of the positive products of advanced 
management enumerated above come the last and most 
important of them all. Indeed so important is the spirit 
of codéperation and confidence and the feeling of security 
on the part of the whole personnel that nothing should 
be allowed to undermine them; for without them, altho 
a certain efficiency may be obtained, true scientific man- 
agement is impossible. 
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Coéperation may be obtained only by securing the 
confidence of those with whom we deal, and this confi- 
dence in turn results only when each man feels secure in 
the belief that he is in the best possible place for him and 
that he need have no fear for the future as long as he 
fully plays his own part. 

Needless to say a feeling of security is not engendered 
by rate cutting, by low wages, by long hours and poor 
working conditions; it does not spring from paternalism 
nor from leaving in the hands of the foreman — the 
most directly interested party — the arbitrary power of 
promotion, reprimand, demotion or discharge with the 
often resulting nepotism and favoritism, not to say 
despotism. A sense of security is not furthered through 
a feeling on the part of the operative that not only is his 
training, development and guidance neglected by the 
management, but that even tho he may try hard him- 
self, there is yet little chance for him to secure just 
recognition. An overemphasis of the profit motive 
does not lead him to feel that he will not some day be 
forced to choose between the employer and his own self- 
respect or his own best interests. Security does not 
accompany such conditions. 

Confidence and an open mind is not established 
through haphazard methods of manufacture (for which 
the capable workman at heart has a profound if respect- 
ful disgust); low wages and high costs, which he knows 
are unnecessary, do not impel respect for the manage- 
ment, when he knows they are caused by the nonuse or 
the misuse of equipment, of labor and of materials 
which he sees about him and which he knows it is the 
management’s responsibility to remedy. Industrial 
strife does not inspire in the workman confidence in a 
management which, as he knows, usually brings it on 
through shortsighted or selfish dealings. No great 
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respect for the ability for his leaders is awakened when 
he realizes that they know less about what constitutes a 
proper day’s work and how to bring it to pass than he 
does — when, in other words, the leader knows less in 
this respect than the led. Only when the management 
really assumes its full share of the work and the respon- 
sibility may his confidence be secured. 

And only through making this security and this con- 
fidence an actual fact has scientific management been 
able to produce what it so highly prizes and what it has 
so remarkably obtained — true codperation. 

We may thus distinguish several marked character- 
istics and accomplishments of Scientific Management. 
The first is its stability — the fact that it has progressed 
through the stages of novelty and exploitation to that of 
permanence. The second is its marked contributions to 
purely economic factors such as increased production 
and decreased cost, improvement in quality, a more 
rapid capital turnover, and the stimulus to industry in 
general resulting from the sound foundation of knowl- 
edge on which it is based. The third is its equally strik- 
ing but far more important contributions to the field of 
human industrial relations in the success with which it 
has maintained industrial peace, increased wages, im- 
proved working conditions, established proper employ- 
ment and training facilities, stimulated and provided 
for a larger individual opportunity, reduced labor turn- 
over and secured true coéperation between management 
and men. 

Such are some of the notable constructive accomplish- 
ments of the science of management in the field of in- 
dustry during the thirty years or less of its development. 


Henry H. FarQuHar. 
BELMONT, Mass. 








INDEBTEDNESS OF PRINCIPAL 
BELLIGERENTS ' 


SUMMARY 


Total debts of principal belligerents, 504. — Table showing debts 
before the war and at its close, 505.— Expenditures, receipts from 
taxation, and borrowings of the United States, 507.— Great Britain, 508. 
— France, 510.—Italy, 514. — Russia, 516.— Germany, 519. — Austria- 
Hungary, 526.— Turkey, 527. — Loans to Turkey from Germany and 
Austria-Hungary, 529. 


Tue nine belligerent countries specified in the table 
below have accumulated, after more than four years of 
war, debts aggregating 236 billion dollars as compared 
with a total of 26 billion dollars before the beginning of 
the conflict. To the grand total, the allied countries 
contributed 170 billion dollars and the Central Powers, 
66 billion dollars. Russia leads all the belligerents in the 
amount of indebtedness, and its obligations continue to 
increase daily. Inflation prevails here to a degree that 
is as astounding as it is deplorable. While in other 
erstwhile warring countries the issuing of paper money is 
more or less at a standstill, in Russia the government 
presses are kept busy night and day printing fresh credit 
notes. Germany follows next in order of importance, 
with Great Britain and France closely behind, as seen 
from the summary on the following page. 

It must be remembered, however, that there is con- 
siderable duplication in the figures given above, the 
elimination of which would reduce the aggregate ma- 
terially. In the amount of the national debt of Great 

1 Because of lack of information, Japan, Belgium and the Balkan belligerents are not 
discussed in this article. 
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Summary or Pusiic Dests or PrincrpAL BELLIGERENTS ! 
(Million dollars) 


A. Allied Powers 


























Country Before entering the war At most recent date —_ 

Date Amount Date Amount 
Great Britain. .... Aug. 1, 1914 3,458 | Feb. 8, 1919 36,457 32,999 
United States. .... Mar. 31, 1917 1,208} Jan. 31, 1919 23,267 22,059 
) ae er July 31, 1914 6,598 | Mar. 31, 1919 30,494 23,896 
RS June 30, 1914 2,632 | Oct. 31, 1918 12,177 9,545 
| eae ae Jan. 1, 1914 5,092 | Jan. 1, 1919 67,362 * 62,270 
Wes <5 backs 18,988 169,757 | 150,769 

B. Central Powers 

Date Amount Date Amount 
Germany........ Oct. 1, 1913 1,165 | Jan. 1, 1919 38,531 37,366 
Metts... 0:0:¢00x Aug. 1, 1914 3,277 | Oct. 31, 1918 17,072 13,795 
Hungary......... Aug. 1, 1914 1,989 | Oct. 31, 1918 8,707 6,718 
Pes vs via'sied Mar. 31, 1914 667 | Dec. 31, 1918 1,823 1,156 
TO itt isons 7,098 66,133 59,035 
Grand total... .. 26,086 235,890 | 209,804 

















Britain there are included loans to Allies and Domin- 
ions amounting to £1,683.5 millions on November 12, 
1918, or approximately 8,193 million dollars. France 
had outstanding on March 7, 1918, 3,225 million francs 
or 622 million dollars, loaned to allied nations. The 
obligations of the Allies to the United States totaled 
7,975 million dollars on January 31, 1919.‘ The extent of 


1 Unless otherwise indicated, the sources of the data presentéd in this table are 
identical with those furnished in the text proper. The rates of conversion into dollars 
are as follows: 1 lira or franc = 19.3 cents; 1 mark = 23.8 cents; 1 pound = $4.8665; 
l ruble = 51.5 cents; 1 Austrian crown = 20.3 cents; 1 Turkish pound = $4.40. 

2 Financial Statement of the United States, March 31, 1917. 

8 Inclusive of 50 billion rubles, conservatively estimated as the amount of paper 
money put into circulation by the Bolsheviki. Cf. L’Economiste Européen, October 18, 
1918, p. 251. A recent statement by the Omsk government placed the circulation at the 
present time at 70 billion rubles. Cf. New York Times, April 19, 1919. 

« The credits opened by the United States to its allies (i.e., the amounts not actually 
expended but upon which the latter can draw) totaled $9,036,269,000 on March 27, 
1919. 











506 QUARTERLY JOURNAL OF ECONOMICS 


financial assistance rendered to Bulgaria by Germany 
and Austria-Hungary is not known, altho it may 
be safely said that the great bulk of the former’s 
expenditures has been met by loans from the latter 
two countries. Turkey’s indebtedness is largely in- 
cluded in the estimate of its two principal allies for 
the loans of Austria-Hungary and Germany totaled 
£7 207 millions by the end of 1917, or 909 million dol- 
lars. Consequently great caution must be exercised in 
the use of figures appertaining to the net debt of bellig- 
erent nations. 

Another note of warning must be sounded. The total 
cost of the war to these countries is by no means ac- 
curately reflected in the data presented in this table, 
even after due allowance is made for duplication as 
specified above. Even were it possible to translate the 
loss of lives into dollars and to evaluate all the damages 
and injuries caused by the war, our estimate would fall 
short of the truth. Increased and new taxation, the 
burden of which neutrals as well as belligerents had to 
bear during the war and will be forced to carry for dec- 
ades to come, is one factor that may be lost sight of 
upon a superficial study of this table. The inflation 
resulting from the huge credit operations on govern- 
ment account and the increase in fiduciary circulation, 
has contributed in no small degree to the war’s toll, and 
to the misery and suffering of the forces behind the 
firing lines. Finally, one must reckon with the effects 
of the world war on the public indebtedness of neutral 
countries. The interruptions in the flow of commerce, 
seriously reducing the basis for taxation, increased ex- 
penditures accompanying mobilization, and observation 


1 In a subsequent article, the writer intends to treat briefly of the fiduciary element 
in public finance during the war. Some information as to the banking situation at the 
end of 1917 may be gleaned from an article on which the writer was engaged, appearing 
in the Federal Reserve Bulletin, April, 1918, pp. 267 et seq. 
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and maintenance of neutrality guarantees, and the 
rising costs of conducting the affairs of state have all 
forced neutral countries to resort to borrowing on a scale 
that is not usually appreciated. 


UnitTep STaTEs 


The total disbursements from March 1, 1917, to 
January 31, 1919, were $26,620,334,804, of which 
$7,975,267,248 represented loans to foreign govern- 
ments. During the same period, the receipts, exclu- 
sive of the public debt, totaled $6,117,762,295.2 To 
this total, receipts from customs duties contributed 
$357,574,899 and the internal revenue, $5,132,205,822. 
The ratio of revenue from taxation to total disburse- 
ments is therefore 23.0 for the entire period of the war 
to January 31, 1919, and the ratio of revenue from taxa- 
tion to net disbursements, excluding loans to foreign 
governments, is 29.8. 

The gross public debt had on January 31, 1919, 
reached a total of $23,267,039,032, distributed as fol- 
lows: .bonds, Liberty and others, $17,457,365,040; 
treasury certificates of indebtedness, $4,798,064,800; 
and war savings certificates, $1,011,609,242. The pre- 
war debt had been reduced to $1,192,444,102 by De- 
cember 31, 1918.* 

The results of the four internal loans are indicative 
of the state of prosperity that existed in this country 
throughout the period of the war and point to the pro- 
digious financial strength that had lain stored away, 
only to be mustered up as time and occasion demanded 
it. The first loan was for $1,989,447,389; the second 


1 A study of the effect of the war on the indebtedness of neutral countries was made 
by the writer and published in the Federal Reserve Bulletin, May, 1918. 


* Taken from a statement prepared by Secretary Glass for the House Ways and 
Means Committee. New York Times, February 12, 1919. 


* Financial Statement of U. 8. Treasury, December 31, 1918. 
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for $3,807,864,349; the third for $3,793,780,647; and the 
fourth for $6,989,200,000.' In every case the loans were 
oversubscribed. 


GREAT BRITAIN 


On August 1, 1914 the public debt stood at £710.5 
millions; on February 8, 1919 it had reached £7491.4 
millions, representing an increase of £6780.9 millions 
during the war.? In this amount there is, however, in- 
cluded advances to Allies and Dominions which totaled 
£1683.5 millions on November 12,1918. The net debt 
on February 8, 1919 was, therefore, £5807.9 millions. 

Details of the gross amount of debt are here given as 


follows : 


(Million pounds) 
Aug. 1, 1914 Feb. 8, 1919 








aii, Dein bdid 6 dienes cos 586.7 317.7 
Terminable annuities............... 29.6 21.9 
Unfunded debt: 
34 per cent war stock............. 62.7 
4 per cent war stock.............. 16.1 
4 per cent and 5 per cent war stock. . . 2012.1 
National war bonds .............. 1663.2 
Ae 15.5 1009.0 
Exchequer bonds................. 20.5 392.6 
War savings certificates........... 219.6 
Be cian 6 a sin sce mes 1297.7 
a 51.4 
Temporary advances.............. 1.0 377.2 
Ee ee 653.3 7442.2 
Other capital liabilities.............. 57.2 49.2 
to ae 710.5 7491.4 


For the eight months ending March 31, 1915, the 
average daily expenditure was £2,050,864; in the fiscal 
year ending March 31, 1916, £4,271,666; in the fiscal 


1 Financial Statement of U. 8. Treasury, December 31, 1918. 
2 London Economist, February 15, 1919, p. 206. 
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year 1917, £6,022,227; in the fiscal year 1918, £7,386,- 
908 and for the period, April 1, 1918 to December 31, 
1918, £7,454,522. At times during 1917, the rise in ex- 
penditures was very marked and caused considerable 
concern when the liberal estimates of the Chancellor of 
the Exchequer were being continually outdistanced. 
From April 1, 1917 to May 5, 1917, the daily average 
was £7,971,000 and from May 6, 1917 to June 9, 1917, 
it was £7,532,000. A period of recession then set in 
until expenditures fell to £6,414,000 during the sixty- 
three days between June 9, 1917 and September 29, 
1917. From September 30 to December 1, 1917 a ris- 
ing tendency was again observable, the average being 
£6,774,000, and from the latter date to January 19, 
1918, the daily expenditures rose to £7,517,000.! 

For years prior to the outbreak of the war the Treas- 
ury showed a surplus of receipts over expenditures. This 
state of affairs was not maintained during the war but 
a serious attempt was made to defray a comparatively 
large proportion of expenses out of revenue. The rates 
of the income tax were raised in 1915 and again in 1916. 
Excise and customs duties were increased considerably 
and a munitions levy was imposed. Finally, in 1916 an 
excess profits duty was enacted, the fiscal effects of 
which were not materially felt until 1917. 

The first year of the war saw a reduction in the ratio 
of net receipts from taxation to total expenditures, from 
82.6 of the year preceding to 33.9. The following year 
witnessed a still further decline to 18.7, owing to the 
enormous increase in expenditures and slow adjustment 
of revenue. In 1917, the excess profits duty became 
an important factor in bringing about a rise of 4.8 in 
the ratio. 


1 Parliamentary Debates, June 25, July 24, December 12, 1917, and January 23, 
1918, 



































510 QUARTERLY JOURNAL OF ECONOMICS 


The outstanding feature is that from August 1, 1914 
to February 8, 1919, Great Britain has defrayed 23.0 
per cent of her expenditures by taxation and 26.5 per 
cent by general revenue receipts (including posts, tele- 
graphs, etc.). Were advances to Allies and Dominions 
deducted (which are classified as expenditures), it 
would be found that the ratio of tax receipts to dis- 
bursements is 28.1 and the ratio of general revenue to 
disbursements, 32.4. Details for the last seven years 
follow: 


REVENUES AND EXPENDITURES OF GREAT BRITAIN! 
(Thousand pounds) 
































Ratio of 
Ratio of | total reve- 
Net re- | Total reve- net receipts} nue re- 
Year ending March 31 |ceipts from) nue re- | Total ex- | from taxa-| ceipts of 
taxation | ceipts of | penditures| tion to | exchequer 
exchequer total ex- |to total ex- 
penditures penditures 
ES ee 154,854 188,802 188,622 82.1 100.1 
ee pee 163,035 198,243 197,493 82.6 100.4 
ESR ar FY ore 190,054 226,694 560,474 33.9 40.4 
Sit tatoos 00 0 cadees 290,873 336,767 | 1,559,158 18.7 21.6 
RT nec bdig se aa vas Vow 516,276 573,428 | 2,198,113 23.5 26.1 
Gs be dbinieusi eect 613,040 2} 707,235 | 2,696,221 22.7 26.2 
April 1, 1918 to Feb. 8, 
Ebes0cccccesesese 573,118 %| 654,048 | 2,268,430 25.3 28.8 
August 1, 1914 to Feb. 8, 
ee 2,120,010 *| 2,443,236 | 9,220,282 23.0 26.5 
| 
FRANCE 


In December, 1917, M. Klotz, Minister of Finance, 
stated that a deficit of 1,266,500,000 francs was im- 
pending in the ordinary budget for 1918, and to meet 
this exigency, he made five suggestions: (1) a supple- 

1 Compiled from Statesman’s Yearbook, 1918; Sixtieth Report of His Majesty's 
Inland Revenue, 1917; and London Economist, February 15, 1919. 

2 Exchequer ipts from taxati 

* Includes eight-twelfths of the 1915 figure. Inasmuch as the fiscal changes during 


the first eight months of the war were comparatively unimportant, this method of com- 
putation was used. 
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mentary tax on excess profits, the rate to be 25 per cent 
if the profits remaining after payment of the original tax 
ranges from one to five million francs, and 50 per cent if 
the remainder exceeds five millions; (2) upward re- 
vision of the tax on inheritances and gifts; (3) new 
taxes on luxuries and expenditures; (4) revision of the 
tax on the shares of corporations; and (5) changes in 
administrative methods with a view of preventing fiscal 
frauds. These proposals were designed to yield 1,266,- 
500,000 francs as additional revenue for 1918 and 
1,774,000,000 francs annually thereafter.' 

The recommendations of M. Klotz were not, however, 
followed out in full detail, altho the principle that the 
impending deficit should not be covered by credit op- 
erations was upheld. January 1, 1918 marked the intro- 
duction of the new measures as finally decided upon. 
First, the war profits tax was made applicable to sums 
of 100,000 francs or less, at the rate of 50 percent. Pro- 
gression was provided for when profits subject to the 
tax exceeded 100,000 francs, the maximum rate being 
80 per cent. Second, a tax of 10 per cent ad valorem was 
levied on articles of luxury, and on expenditures in such 
establishments as hotels, restaurants, etc., which the 
departmental committee considered de luxe, effective 
April 1, 1918. Third, every payment of a sum exceeding 
150 frances representing the retail sale price or the con- 
sumption of a commodity became subject to a tax of 
20 centimes for every 100 francs or fraction thereof. 
Fourth, sundry changes were adopted relative to the tax 
on inheritances and gifts.’ 

The revenue receipts for 1916 were 5,018,343,700 
francs; in 1917 they rose to 6,190,533 ,400 francs; and in 


i M. Klotz, ‘‘ Exposé des Motifs,’ Bulletin de Statistique et de Législation Com- 
parée, December, 1917. The actual results for 1918 were, however, disappointing. The 
yield of the tax on payments was only 210 million francs as compared with the estimate 
of 781 millions. Cf. L’Economiste Européen, January 17, 1919, p. 40. 


2 Journel Officiel de la République Frangaise, January 30, 1918. 
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1918, the total yield was 6,632,639,800 francs, inclusive 
of the new taxes above mentioned.! Revenue for nor- 
mal years, as computed by the Minister of Finance, 
produced a total of only 4,159,122,759 francs; there- 
fore, in 1917 the receipts were about one-half larger 
than those of an average year and about three-fifths 
larger in 1918. 

Remarkable as this attempt may seem when it is re- 
called that during the last five months of 1914 the 
treasury receipts declined 38.6 per cent as compared with 
@ normal year; in 1915, 19 per cent; and in 1916, 3.46 
per cent,? the state of the French finances is by no means 
. satisfactory. M. Ribot recently stated that the civil 
budget for 1919 involved an expenditure of 8.9 billion 
francs, exclusive of 1.1 billion francs for interest on the 
new loan (fourth), plus payments for damages, ad- 
vances, etc., which will bring the total to about 17 bil- 
lion francs.* With no new lucrative sources of revenue 
in sight and open dissatisfaction expressed with the 
luxury and income taxes, the situation is considered by 
some as being but short of alarming. 

M. Klotz stated that in 1914, the average monthly 
expenditure was 1,318 million francs; in 1915, 1,900 mil- 
lion francs; in 1916, 2,743 million francs; and during the 
first nine months of 1917, 3,360 million francs—a total 
of 92,546 million francs for the whole period. During 
the same interval the total receipts were 13,816 million 
francs, or 14.9 per cent of the expenditures. In the 
revenue figures, however, there are included the income 
from monopolies and domains, and if the latter is ex- 


1 Taken from various numbers of the Journel Officiel de la République Frangaise, 





and L’E iste Européen, January 17, 1919, p. 40 (figures for 1918 incomplete). 
2 “ Exposé des Motifs,”’ op. cit. 
* London E ist, D ber 28, 1918. Recently M. Klots announced the total 





of the 1920 budget as 18.5 billion francs as compared with 5.3 billion francs for a normal 
year. Ibid., February 22, 1919, pp. 327, 328. 
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cluded, the ratio of taxes to expenditure is approxi- 
mately 12 per cent for the first 38 months of the war. 

In a more recent statement before the Chamber of 
Deputies, M. Klotz asserted that from August 1, 1914 to 
March 31, 1919, the expenditures for all purposes will 
have reached 192 billion francs, including 50 billion 
francs of exceptional expenses such as payments for war 
damages, pensions, etc.! The resources to that date were 
estimated at 158 billion francs, leaving a deficit of 34 
billion francs. Of the resources only 18 billion francs 
represent the receipts from taxation. The ratio of re- 
ceipts from taxation to total expenditures from the 
beginning of the war to March 31, 1919 is, therefore, 
only 9.4. 

The results of the four internal loans are as follows: * 








Nominal Actual 
Rate of Price of subscriptions e 

Year interest issue (million francs) ( ion francs) 
1915 5 87.25 15,205 13,308 
1916 5 87.50 11,514 10,082 
1917 4 68.60 14,803 10,171 
1918 4 70.80 27,853 19,720 
Total 69,375 53,281 


On July 1, 1914, the national debt of France was 
34,188,147,969 francs, and the annual interest charges, 
1,037,614,906 francs. On December 31, 1917, the 
former stood at 124,338,457,479 francs, and the latter at 
5,216,617,058 francs. Of the total outstanding Decem- 
ber 31, 1917, 20,441,545,000 francs were held outside 
of France and 44,822,153,800 francs, or approximately 
one-third of the total debt, had not been funded as yet.* 


1 London Economist, February 22, 1919, pp. 327-328. 


2 Tbid., December 7, 1918. A fifth loan, called ‘‘ Loan of National Restoration,” 
to be issued at 95 and bearing interest at 5 per cent was announced in the Journal 
Officiel, March 23, 1919. The amount of the loan has not been fixed as yet. Cf. also 
Le Monde Economique, December 7, 1918, p. 779. 


* Bulletin de Statistique et de Législation Comparée, October, 1918, p. 602. 
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On August 31, 1918, the national debt of France was 
estimated (unofficially) at 130,127 million francs, con- 
sisting of the following: consolidated debt, 32,187; 
national defense treasury bills, 26,453; short-term 
bonds, 679; advances of the Bank of France and the 
Bank of Algiers, 19,415; credits of foreign countries, 
25,678; pre-war debt, 25,715.! If to this sum there is 
added the fourth loan of 27,853 million francs, the debt 
at the end of 1918 may be placed at 157,710 million 
francs.? 


ITALY 


The official estimate of war expenditures from August 
1, 1914 to October 31, 1918, is as follows: * 














Million lire 
Aug. 1, 1914 to June 30, 1915................. 3,039.2 
Fiscal year ending June 30, 1916............... 8,351.5 
Fiscal year ending June 30, 1917............... 14,132.2 
Fiscal year ending June 30, 1918............... 19,734.6 
July 1, 1918 to Oct. 31, 1918..............000. 9,725.6 
BETS go ee eee eee 51,983.1 
TCE E EET 984.6 
SD & sah bithisdialee(s adios 0000s 50,988.5 

Add payments to be made in foreign countries and 
interest paid upon war debts by Treasury..... 11,620.5 
Total payments relating to war........ 62,619.0 

Deduct military expenditures which would have 
been incurred, had peace prevailed........... 3,545.7 
Net war expenditure................. 59,073.3 


1 L’Economiste Européen, October 4, 1918, pp. 212-213, Edmond Théry. 

2 M. Ribot estimated it at 170 billion francs. London Economist, December 28, 
1918. The estimate in the text coincides roughly with the figures presented by M. 
Klotz as of March 31, 1919. 

3 Ibid., February 1, 1919, pp. 135-136. 
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The public debt stood at 63,093 million lire on Octo- 
ber 31, 1918, composed of the following: ! 


I se inc $ cide stains pean Ham 13,636 
War debt: 
First loan, 44 per cent, issued July, 1915, re- 
deemable between 1925 and 1940 
Second loan, 5 per cent, issued Jan.—-March, 4.628 
1916, redeemable between 1925 and 1940 : 
Third loan, 5 per cent, issued Feb., 1917, not 
redeemable before 1931 
Fourth war loan, 5 per cent, issued Feb., 1918. 3,986 





PE OE eee See 6,123 

Total internal loans................:: 14,737 
Treasury bonds, 5 per cent (3 to 5 years)..... 3,052 
Exchequer bills, from 3 to 12 months......... 9,240 


Treasury bonds, discounted by British and 
American governments and credits opened by 





I iektials Seka: 5s -5519 sae Rarnadwe baa. dele te 13,851 
Notes, issued by banks of issue for government 
Tb lad 26.6 46,6: k BOR 6 6 Sates 6,536 
Notes, issued by government ............... 2,041 
Os is. iso F56s «ates sales 49,457 
Grand total, Oct. 31, 1918................ 63,093 


M. Nitti, Minister of Finance, recently stated that 
the actual deficit for the financial year 1917-18 was 
6,271 million lire. Expenditures totaled 25,239 million 
lire of which 18,580 were for war purposes. Against this 
amount there were revenue receipts, 7,496 million lire, 
and proceeds from loans, 11,529 millions.2 The budget 
for 1918-19 provided for receipts at 4,419 millions and 
ordinary expenditures at 4,207 millions,* as against 


1 Bankverein Suisse, February, 1917; Statesman’s Yearbook, 1917; and London 
E ist, D ber 28, 1918. 

2 L’Economiste Européen, December 6, 1918, p. 363; Revue Financiére et Econ- 
omique d’Italie, October 31, 1918, p. 276. 

* Bulletin de Statistique et de Législation Comparée, February, 1918, ‘‘ Exposé 
Fi ier de M. Fra Nitti, Ministre du Trésor, December 19, 1917," pp. 265- 
321. 
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4,855 millions and 5,515 millions, respectively, in the 
1919-20 budget.! 

A war profits tax, retroactive in character to the be- 
ginning of the war, was recently introduced.?. New or 
accrued profits in excess of the ordinary amount subject 
to the income tax during the two years, 1913 and 1914, 
comprise the base of the war profits tax. All recipients 
are divided into two classes: Class A, persons engaged in 
industrial, commercial and mercantile pursuits, and 
Class B, middlemen (Fr. intermédiaires). For Class A, 
the rates vary from 12 per cent of the profits above 
8 per cent to 10 per cent of the capital, to 35 per cent on 
profits exceeding 20 per cent of the capital employed, 
during the period August 31, 1914 to December 31, 
1915. For the periods subsequent to December 31, 1915 
the minimum rate is 20 per cent and the maximum 60 
per cent. Those falling in Class B are taxed during the 
earlier period at the rate of 5 per cent on profits ranging 
from one-tenth to one-half of the basic figure, up to 35 
per cent if the profits are triple the amount ordinarily 
accumulated. The minimum and maximum rates for 
periods subsequent to December 31, 1915, are 10 per 
cent and 40 per cent, respectively. 


Russia 


The discussion of the fiscal situation of Russia falls 
into two periods: (1) from the beginning of the war to 
October 14/27, 1917, when the Kerensky régime was 
overthrown ; and (2) the period following the Bolshevist 
coup d’ état. 

From August 1, 1914 to the end of the year, the ex- 
penditures amounted to 2,546 million rubles; in 1915, 
they were 9,374.9 millions; 1916, 15,267 millions; and 


1 London Economist, December 21, 1918. 
® Bulletin de Statistique et de Législation Comparée, May 1918, pp. 958, 959. 
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from January 1, 1917 to September 1, 1917, 14,204.8 
millions; making a grand total of 42,392.7 million 
rubles. In October, 1917, the Minister of Finance 
stated that the total cost of the war would reach 51,470 
million rubles by January 1, 1918.! 

The growth of the national debt accompanying these 
tremendous outlays may be observed as follows: 2 


Rubles 
as 6;4 2s ees dddseenedccussc 9,888,309,698 
I 5. 5:5.5. 55 dhn-dd'n's.d,6 seerkaa 10,473,572,000 
Ios casclecctccuccessdesau 18,876,731,000 
IIS 556 Filo hoch d. aR 25,220,937,000 
I Bio s5 us candadendepesionn 49,287,809,698 


In the eight months of 1917 preceding the collapse of 
the Kerensky government, the public debt practically 
doubled, the total consisting of foreign loans, 8,461 mil- 
lion rubles; short-term obligations, 16,918.7 millions; 
internal loans, 11,408.2 millions; deficits incurred during 
the last three budget years, 2,611.6; and the pre-war 
debt of 9,888 millions. 

Advances of the Bank of Russia to the Russian gov- 
ernment played an important réle in financing the war. 
On December 16/29, 1914, they totaled 1,016.9 million 
rubles; on December 16/29, 1915, 5,304.6 millions; on 
the same date of the following year, 8,591.2 millions 
and on October 16/29, 1917, they reached 18,362.2 mil- 
lion rubles.* During the same interval the notes in cir- 
culation rose from 2,864 million to 16,519 million rubles. 

The internal war loans yielding 11,408.2 million rubles 
were made up as follows: ¢ 

1 Viestnik Finansov, No. 39, October 14, 1917, pp. 369 et seq. 

2 Tbid. 


* From the weekly statements of the Imperial Bank of Russia and the weekly re- 
ports contained in the London Economist. 

« Taken from Statesman’s Yearbook, 1917, Introduction (£ converted into rubles 
at 9.45685); also Le Rentier, October 17, 1917; and L’Economiste Européen, December 
14, 1917, p. 380. 
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Million rubles 

State loan of 1914, 5 per cent, issued Oct., 1914, at 94 .... 500 
First loan of 1915, 5 per cent, issued Feb., 1915, at 94. .... 500 
Second loan of 1915, 5} per cent, issued April, 1915, at 99. . 1,000 
Short-term loan of 1915, 54 per cent, issued Oct., 1915, at 95 1,000 
First loan of 1916, 54 per cent, issued Feb., 1916, at 95. ... 2,000 
Second loan of 1916, 54 per cent, issued Oct., 1916, at 95... 3,000 
it cicidine cenid opedte siprendds asec 8,000 
Liberty loan of 1917, 5 per cent (computed)? ............ 3,408 
REIS Satis vind ode snicsaese.sdendddblacine 11,408 


The finances during the second period when the Bol- 
sheviki assumed control can at best be inadequately 
described. Little reliable data are available, upon which 
conclusions may be based. The official Bolshevist organ, 
Isvestia, places the national debt on January 1/14, 
1918, at 80,800 million rubles, composed as follows:? ex- 
ternal loans, 15,800 million rubles; direct internal debt 
(of every description and character), 44,000; indirect 
interior debt, 4,800; “coupons” not presented and 
miscellaneous obligations, 15,200 millions. 

A tax on capital, similar to the German “ Kapital- 
steuer ” and designed to yield 10 billion rubles, was 
levied on the “ bourgeoisie’ during the latter part of 
1918. In some provinces the yield was only one ten- 
thousandth of the estimate, and the results in general 
were so disappointing that it was considered “ hardly 
worth entering in the budget as a separate item.” * 
Likewise the tax in kind on richer peasants which was 
supposed to produce 7 billion rubles in foodstuffs has 
proved to be negligible in its results. The taxation 
authorities in the provinces of Orel, Kaluga and Tula 
reported that they were unable to collect the tax.* 


1 Represents the difference between the aggregate internal loans as stated by the 
Minister of Finance and the total of the preceding items. 

2 L’Economiste Européen, May 10, 1918, p. 299. 

* London Economist, March 1, 1919, pp. 367, 368; Journal des Economistes, 
February 15, 1919, article by A. Raffalovich, ‘‘ Finances bolcheviques en 1918,” pp. 249— 
252. 
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Further light is shed on Bolshevist fiscal policies by 
the following summary representing budgetary esti- 
mates for 1918 and giving final results for 1917 (in 
thousand rubles): 








Year First half Second 
1917 1918 1918 
Expenditures 
_ A er 13,196,137 13,038,511 26,276,199 
Extraordinary....... 14,675,131 4,564,216 2,797,995 
TS Fiisn aos 08 27,871,268 17,602,727 29,074,194 
TA aes 6 hess” * > Rees 2,852,727 12,730,194 
TR ico esesacs:. Seas 14,750,000 16,344,000 


The fall in values consequent upon tremendously 
large issues of paper money reflects itself in the govern- 
ment budget of expenditures. This fact coupled with 
the new social policy on which the government is em- 
barking, involving a prodigious outlay, explains the wide 
disparity between receipts and expenditures. Whereas 
the figures presented above by M. Krestinsky, Min- 
ister of Finance, are more or less true estimates as to the 
outgo, the income has been in all probability greatly 
overestimated. Witness the fact that the actual revenue 
for the first half of 1918 was only 539.6 million rubles, 
altho undue optimism produced an estimate of 2,852.7 
million rubles, or nearly five times as much as was 
actually collected! Credit notes are issued to wipe 
out the deficit. 


GERMANY 


The financial policy of Germany stands in distinct 
contrast to that adopted by the allied countries. The 
outstanding feature of German war finance is the re- 
liance placed on loans and advances to defray the 


1 London Economist, January 25, 1919, pp. 103, 104. 
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prodigious expenses incurred since the beginning of the 
war. The theory that a reasonable share of war expen- 
ditures should be met by increased taxation had found 
no strong adherents in the statesmen and financiers of 
Germany until recently, and consequently not only have 
expenses directly incidental to war not been covered by 
revenue at all but even debt charges and other items of 
the ordinary civil budget have been met from the pro- 
ceeds of loans. 

There are two reasons of weight that have in all proba- 
bility operated to keep this policy strongly intrenched. 
First, the lack of elasticity in sources of revenue has 
been an almost insurmountable obstacle to the imperial 
government. According to an understanding reached 
by the Empire and the individual states, the former 
reserved for itself primarily the field of indirect taxa- 
tion and permitted the individual states to exploit the 
remaining sources. With the outbreak of the war, im- 
perial revenues declined because commerce with Ger- 
many was interrupted, and import duties and stamp 
taxes which constituted important items in the budget 
fell off considerably. Gradually this condition became 
more and more accentuated until it was decided to raise 
the rates of the tax on beer, tobacco, etc., to cover part 
of the ever-increasing deficit in the ordinary budget. 
This relief was, however, ephemeral in nature, since the 
expansion of military operations and the inflation proc- 
ess set in motion by heavy borrowings caused expendi- 
tures to soar to prodigious heights, beyond all reasonable 
calculation. 

Meanwhile, the war also imposed additional burdens 
on the individual state governments and their war obliga- 
tions became heavy. Existing sources of revenue were 
used to aid in meeting these expenses. Prussia, for ex- 
ample, increased the rates of the income tax, ranging 


























INDEBTEDNESS OF PRINCIPAL BELLIGERENTS 521 


from 115 to 260 per cent of normal in respect to corpora- 
tions and from 108 to 200 per cent of normal in respect 
to individuals, and the supplementary tax was increased 
by 50 per cent.! Bavaria and Wiirttemberg advanced 
the rates of all direct taxes by 30 per cent; Saxony, 
from 10 to 30 per cent in the case of the income tax, 
and Baden, 25 per cent in some grades. Hesse increased 
the income tax rates by 27 per cent and the property tax 
rates by 82 per cent.? 

Late in 1916, however, the imperial government 
found no alternative but to invade the territory hereto- 
fore reserved for the states, if it wished to maintain 
some semblance of meeting its interest charges out of 
current revenue. A direct tax was introduced, designed 
to reach the increment in the value of property of every 
description, in the years 1915 and 1916, and estimated 
to yield 1300 million marks. Tobacco duties and postal 
and telegraph rates were increased and new stamp 
duties were put into force. The total yield was esti- 
mated at 1950 million marks. Again, in 1917, some of 
the existing stamp taxes were advanced further and a 
coal tax of 20 per cent ad valorem (10 per cent for 
domestic consumers) was levied, effective until July 31, 
1920. The property tax rates were also increased by 
20 per cent and the total receipts from the new taxes 
were estimated at 1250 million marks, making a total of 
2550 million marks of war taxation during the year. 

In spite of the large income anticipated from the new 
taxes, a deficit of 86 million marks was foreseen in the 

1 Prussia which had no debt to speak of prior to the war, due to the large profits 
obtained from the operation of government-owned railroads, had accumulated a debt of 


approximately $1,450,000,000 by the end of March, 1919. The total war deficit to that 
date was $582,000,000. New York Times, April 8, 1919. 

2 F. W. Zimmerman, Bank Archiv, August, 1917. The ‘“‘ defence” levy imposed 
in 1913 was not collected until early in the war. It amounted to 966,845,100 marks or 
14.89 marks per capita, to which Prussia alone contributed 593,719,400 marks or about 
61 per cent. Cf. London Economist, July 27, 1918, p. 111. 






















































































“261 
“PEGL ‘T “390 40458 o[quureep ‘l “PO  S10joq oquuleep 
~O1 “$86 38 BVO] 4U90 sod ¢ (9) -O1 OU ‘spuog 3u90 sod ¢ (9) 
pus ‘zeer ‘I Amr onp 96 pus ‘OZ6I ‘I 3°90 onp Bur 
98 oq Amewal} queo Jod $F (0) "PZG6I ‘I “290 e[qQuuleeper “UBOl 3815 04} SU lots sT1q Ameer} 3u20 Jed ¢ (?) 
2°S1A “SULIOS OM} UY ||‘Spuo JO ULIO} OY} UI GG 78 Ponssy || SUIIO; OM} UTES UI gg 38 Ponss] 1SULIOJ OM} UI §76 38 Ponssy || -e[Te}eC7 
L9L'01 |eor'et] °° we J 90T6 | |osme | ** | | PPY 91738q pus peosqe 
~ | | | | | | | | wIolj suondioeqns 
3 | | | | Burpnyouy ‘synser [eULy 
= O'00T | ZIz‘OT| O'0OT | SF9°62z'S || O'OOT | TOT‘ZT| O'OOT | ST¥‘996'2 O'OOT | 0906 | O'OOT | 090°T69'2Z O'00T| O9FF | O'OOT | Sez‘z9z'T || “1870L 
S 6Ol |ZIst ble Sot | 6Z21 a oes SZt | ZoIt "* | 988 | get] 60s | °° O1z | nities, 000'000'T 42940 “ZI 
| | 
S 09 Tr O82 Lg 69 oes oF OFF seg 9 | L8Z | T9e | *000°000'T 93 OOT‘OOS “IT 
Ss fer | test | ro 80e'9 OPE |99Z4T | 20 FLO'L LIL | 9901 | 20 19e"F WIL | 609 0s0'z |"** 000008 ©} OOT‘OOT “OT 
S 69 vel Z0 0016 OL oss £0 | 060°0I aL sro | £0 oPL'L ZL | ste £0 629°2 ‘bas 000°00T ©3 OOT'OS *6 
| 
| v6 086 90 T9¢°08 96 Z9It | 80 ors'ze Zor | 96 | OT LOV'9% 26 | OF | 60 —s 000'0S ©3 OOT'OZ “8 
> 29 999 ot SSP TZ 8g8 eT gyr'es 28 Se. | LT SOl'9F Lo | 40 | 9T sie’er=i’*°*° 000'0Z ©3 OOL'OT “2 
SS 8 106 4 226811 66 Zozt | £8 £6s"ZbT Lit | L801 | 6F £06'08T Tor; OS | oF servos i" 000'0T 93 OOT'S “9 
4 OIL | ZI | o9 StL'L¥e G@ZI | e9st | LOL | 9z9'%zF GdL | Wel | Fel | 6SP'I9e oet | 628 | Wer Tes*zst jj" ""*" 000'¢ 93 0OI'Z “S 
Sy wL Z6L 6s VEL'S9F “LL 826 vel | OLT‘oes Ts Ge Bees pee Bee i FI ee 000°Z °4 OOT'I “F 
- n Vet | 289 | 62h | eri‘ere 
a vL F6L LOI | Tré'S88 OL vs Ze | S6e'8I6 L9 m4 ol  Ew | igs ee SR a | eames 000°T 93 009 “& 
Hs se Lob St | 626'296 re 608 OZ | eez'ses 8% Se | OTe | OLP'ISe ee | it . Gh 7 2) eine “008 93 008 % 
& 6T 102 gey | SIt'90r'’2 || TT oet Ste | seers 80 tZ SOI | SIl'esr 60 | 92 2st | Zir'tez ‘*** syawur 00g 07 dQ “T 
S 
eS % “yay | % |'qns jo On|) % ‘way | % |'qns jo ‘on|| % yay] % |'qnsjo'oN|| % 7avV | % |qns jo on 
SNOLId aOsEag 
(9161 ‘2Z-F “2° (S161 ‘2z-F “3deg) (ST6T ‘9T “2¥W-Zz “494) (FI6E ‘6-01 “3deg) 
NVOT HiEQ0g NVOT GuIn], NVOT aNoogg NVOT isulg 
































(sy2¥UI uOTTTUI uy syUNOUTy) 
e«SNVOI UVM NVWHAD OL SNOLLdTHOSaAS 





“(SIG ‘ET tequieceq, ‘uegdoimgy ayetur0u00T,"7) suoTTa GFE'G ‘sIOyUVG Pus syUEq Joq}O pus syreur 
woTTT Zoe's Ppenquyzu0o syuq sBuLAVG *("PI!) Gs] 10 SYIVUT QOOT 103 peqiwsqns ¢F1‘267'7 WOYM Jo ‘7C9'Z12'Z SEA TBO] BSB] OY} 0} SJOqLIOSQNS jo JEquINU eyy, “(S161 
“pl tequisoacy *ye1ul0U00W UOpUo'T) “UI 00L'6S6'EEP'OI ‘UBO] 496 943 PUB (OzZz “4 ‘SIGI ‘oz ‘Udy ‘uegdoing eystwi0U0Ng 7 0} Burp1000%) “UI 000'000'00S*FI 0} PeyuNoUIE uO] 
498 0g} OF sUONdiOSqns eq y, ‘o1qnd epsur Used 40U oABY Gory jo S[TezeP []Nj 04} ‘pensst elem SUBO] 1947.INy OM} ‘a[qQU} SIG UI UMOYS SUBO] IBA TAAGS OY} 0} UOTIPPS U] ¢ 
“peounouus A]TeIoyjo ouo 643 SI [e}0}, OT, “GE “d ‘yerYy SapIBGDH Aq oporpre ‘SIGT ‘IeUAeT 
-worause ‘enbryyog ermou0[g,p enaey ul01j Use, ore WEA UleleYy se seINSy oyeuTTxOIddy ~“peure;1e0se oq Ugo SE IBj SB ‘AIQUNOD SIG} Ul o[quITeAs 40U sTrejJop a 
“LIGI ‘61 ABW 
“qaraloucog UOpuoT pus ‘2161 ‘9 Jequieydeg ‘Bunziez sejNpyUBIY * 2161 ‘EZ 1equIeDeq] ‘4;u[qQoBEy, JouUTJeg ‘9161 Pues GIGI ‘Fweqsyoreyy oy} jo sz10dey ‘seo0mmMo0g ; 








“PEGI ‘T “390 e10J0q BIqQuulsep “PEEL ‘T “390 a10J0q e[quuIeap 
~#1 you ‘spuoq 4m90 Jed ¢ (9) ||-01 30u ‘gg 38 MBO] 4U90 Jed ¢ (9) 
pus ‘OT pue ‘Ze6I 
0} OTT 38 SButmerp ur sty Pus eZz6I weemjzoq enp ‘cg 
-wiesepel ‘puog 4u90 % (v) 48 sTIq Amsver} yue0 Jed §% (”) 
96 98 4}0q ‘suII0; OM} UT 2°STA “SULIO OM} UT 





ezezt| °° cece ee 66901 


-0798q pus PwOIgE wIOI; sUOT}dLIOSqNS ZuIpNpUt sz[Nse1 [SUT] 
eze‘eiz's : 6L6ZT) 0" J: Z¥90T| 0" 926'608"e 





Ze0'r ; sre | °° | sez ‘el 
e9e'T ; : 5 ; ess | °° | ceo'r ‘000° ‘009 “IT 
260g | z" SF's ‘ Oz8'L 
#201 | 2" 69T'2I ’ ; \ , ‘ SPL'6 
68IT | 9° FI6'ee ; ’ 009'8z 
169 | 8" eL'er : " 18'0F 
sis | 6 182‘00T ; . . 5 ; 68T'e6 
gos | ers'eez . " £1894 
118592 ; ji e98'T0e 
Teg ez9'98¢ ‘ ; ¥69'909 
962 | o 622'269 ‘ 7 220'189 
80z eLP'ees'e ‘ ¥80'F6L'T 


000°008 ©3 OOT‘OOT “OT 
000‘00T ©3 OOT‘OS * 


& 
[Y=] 
S 
S 
<) 
rs 
& 
= 
~ 
=) 
= 
~~] 
- 3 
S 
= 
5 
= 
a 
= 
~ 


6 
8 
Z 
9 
a 
i 
& 
z 
if 
































‘way | % |qnsjo'on|| % ‘sary | % | “qnsjo "on ; % |'qns jo “ON 





(LI6T ‘ST °90-61 “34eg) (LI6T ‘OT [2d y-eT “2e7~y) (9T6T ‘g “O-F *34eg) 
NVO] HINGARg sMVOT HIxIg NVOT HLAlg 















































524 QUARTERLY JOURNAL OF ECONOMICS 


civil budget for the fiscal year 1918. The sphere of 
taxation, altho expanded on these occasions, was 
necessarily too restricted for the needs of the imperial 
government.' 

The second reason for the delay in setting up a sound 
policy of war financing was that from the beginning of 
the conflict up to the time that a change in the fortunes 
of war took place, German statesmen entertained the 
hope of speedily gaining a decisive victory over their 
adversaries, crushing one or more of them completely 
and exacting heavy indemnities. German militarists 
considered it highly probable that they could force their 
vanquished enemies to bear the burdens of war and con- 
sequently hesitancy was displayed on the part of the 
imperial government in revising its financial policies. 
This illusion was gradually dispelled by the turn of 
events and facing the alternative of incurring heavier 
and heavier deficits, the only expedient of increasing 
the revenue from taxation was followed. The tide was 
not, however, stemmed to any large degree. 

The results of the first seven war loans are here given. 
While the boast of German officialdom that war loans 
had become increasingly popular may be justified by a 
glance at the number of subscribers in each class, a 
study of the amounts subscribed seems clearly to in- 
dicate that the contrary is true. The ratio which sub- 
scriptions of a million marks or more bore to the total 
was 19.5 in the case of the first loan, dropping to 12.8 in 
the second and rising thereafter until in the seventh loan 
it amounted to 25.2. In every case, the number of these 


1 For the fiscal year 1919, the rates of the imperial income tax as proposed vary 
from 5 per cent on the first 10,000 marks to 50 per cent on the excess above 200,000 
marks and the rates of the war tax on property, from 1 per cent on the first 200,000 
marks to 5 per cent on a million marks and above. L’Economiste Européen, July 12, 
1918, p. 29. 
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subscriptions was practically negligible. Subscriptions 
of 100,000-500,000 marks rose from 37.3 per cent in the 
first loan to 51.1 per cent in the seventh loan, while at 
the same time the amount of subscriptions of 2000 marks 
or less, comprising 91.8 per cent of the total number of 
subscribers in the last loan, fell from 16.5 per cent in the 
first to 12.0 per cent in the seventh war loan. The first 
seven classes all show declines, altho the decreases are 
neither alike nor continuous in every instance. The 
greatest per cent of increase in the amounts subscribed 
is exhibited by the last class, embracing subscriptions 
of a million marks or more, and following closely are 
subscriptions between 100,000 and 500,000 marks. All 
these facts point to the conclusion, therefore, that 
greater and greater reliance was being placed upon 
banking credit and that popular subscriptions, altho 
increasing in number, were contributing progressively 
less and less to the total. 

The sum of 139 billion marks was voted by the 
Reichstag up to July, 1918. In October, 1918, the 
government stood in need of more funds and requested 
15 billion more. This amount was refused and the gov- 
ernment resorted to note issues as a result. 

According to a speech recently made by Dr. Schiffer,' 
erstwhile Minister of Finance, the daily expenditure 
during the war rose from 49 millions in 1914 to 135 mil- 
lions in 1918. The yearly expenditures were as follows 
(in billions of marks): 1914, 7.5; 1915, 23; 1916, 26.6; 
1917, 39.5; 1918, 48.5. In addition credits were opened 
by Germany to her allies to the extent of 9.5 billions, 
and treasury bonds were issued to the extent of 6 bil- 
lions, making a total war expenditure of 160.6 billion 
marks. If to this amount, there is added the pre-war 


1 New York Times, February 18, 1919. 
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debt, as of October 1, 1913, 4,897 million marks,' the 
present indebtedness of the German Empire may 
be put roughly at 165 billion marks.* 


AustTRiA-HuNGARY ® 


_The expenditures of Austria alone for civil and war 
purposes were 10,706 million crowns in the fiscal year 
ending June 30, 1915; 15,726 millions in 1916; 18,788 
millions in 1917; and 22,170 millions and 24,321 mil- 
lions, as estimated in the 1918 and 1919 budgets, 
respectively. The declaration of the armistice and 
consequent demobilization will in all probability greatly 
reduce the latter figure. 

‘ The Budgetary Committee of the Reichsrat estimated 
for the year 1917 the ordinary revenue to produce 3,890 
million crowns and extraordinary taxation 304 millions, 
a total of 4,194 millions or 18.9 per cent of the expendi- 
tures.’ In the 1919 estimates the revenue is placed at 
4,885 million crowns or 20.1 per cent of the disburse- 
ments. These deficits are covered partly by advances 
from the Austro-Hungarian Bank and partly by inter- 


1 Statistisches Jahrbuch fir das deutsche Reich, 1915, p. 359. This figure may be 
taken as indicating the maximum state of the debt during the period, October 1, 1913, 
and the beginning of the war, since the tendency had been to reduce the amount out- 
standing during the few years prior to October 1, 1913. 

2 This estimate coincides roughly with that of Sir Edward Holden, London Econo- 
mist, February 1, 1919, pp. 142 et seq. Under date of March 27, 1919, the New York 
Times published a statement made by Dr. Schiffer at Weimar to the effect that total war 
expenditures to the end of 1918 were 186 billion marks, and revenues 17 billion marks or 
9.1 per cent of the former. The war debt was placed at 157 billion marks and the in- 
terest on the debt, at 7.9 billion marks. Annual expenditures for the future were esti- 
mated at 14 billion marks as against 2.4 billion marks before the war. 

* German Austria has recently adopted a budget for the period November 1, 1918 
to June 30, 1919. A loan of 500 million crowns was issued, consisting of 4 per cent 
treasury bonds payable within two and one-half years. The issue price was 97 if pay- 
ment was made in specie, and 99, if one-fourth of the amount subscribed for was paid in 
Austrian war bonds and the remainder in specie. Cf. L’Economiste Européen, Decem- 
ber 13, 1918, p. 383. 

4 L’Economiste Frangais, January 12, 1918, p. 36. 

5 Neue Freie Presse, September 26, 1917. 
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nal loans. Practically every source of revenue has been 
tapped to the maximum limit. 

Expenditures for purely military purposes totaled 
38,636 million crowns for the first four years of the war, 
of which 6,327 millions were made in 1915; 9,513 in 
1916; 11,453 in 1917; and 11,343 millions in 1918.' 

The war debt of Austria on May 24, 1918 was 57,052 
million crowns, as given by the Reporter on the Na- 
tional Debt to the Austrian Budget Commission.? Of 
this amount 16,209 represented advances of the Austro- 
Hungarian Bank; 29,275, proceeds of internal loans 
(less conversions); 16,209, advances of Austrian banks; 
and 3,234, advances of German banks. On October 31, 
1918, the total public debt of Austria was 84,097 million 
crowns, according to the Annual Report of the Austro- 
Hungarian Bank, of which 67,955 represented the 
amount resulting from the war.’ 

The total debt of Hungary stood at 42,891 million 
crowns on October 31, 1918, of which 33,091 millions 
were incurred during the war.‘ Approximately 16 bil- 
lion crowns represent the net proceeds from loans, about 
10 billions are due the Austro-Hungarian Bank and the 
remainder of the war debt consists of advances by pri- 
vate banks.® 


TURKEY 


In normal years the national revenues varied from 25 
to 30 million Turkish pounds but in 1916, owing to the 
continual decrease in import and export duties through 
the interruption of commerce receipts fell to 21 mil- 
lions. The budget for 1918-19, estimated revenue at 

1 L’Economiste Européen, August 2, 1918, p. 77. 

* Ibid., June 7, 1918, p. 366 and London Economist, June 29, 1918, p. 1082. 
3 L’Economiste Européen, January 31, 1919, p. 78. 

« Ibid. 

5 London E ist, D ber 28, 1918, p. 882. 
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£r 37,016,698 and expenditure at £7 51,402,327, thus 
leaving a deficit of £7 14,385,629 to be met by credit 
operations.: The budgetary deficits for the fiscal years 
1917 and 1918 were £7 39,077,556 and £7 27,430,396, 
respectively. Actual war expenditures have averaged 
about five million Turkish pounds monthly, the total 
being £7 180,000,000 by the end of 1917. 

The subscriptions to the first Turkish internal loan 
disclosed a total of £t 17,977,600, of which £r 7,396,260 
were raised in Constantinople and the remainder, in the 
provinces. This was the first and only attempt on the 
part of the Ottoman government to defray military 
expenses out of funds derived from native sources.® 

The Ottoman debt may be estimated at £7 414,334,- 
000, consisting of the following items: ¢ 


Loans from Germany, to Aug. 31, 1917..... £7 142,000,000 
Loans from Austria-Hungary............. 8,200,000 
Requisitions and deferred payments....... 38,000,000 
Borrowed from Germany in October, 1917. . 56,500,000 
SIE 6 56:6 5.070. 0 Kn RSG WRN w Oe 00 17,978,000 

Co. 8 Pe rae £T 262,678,000 
RS 6 5.60.06 0siacewy cure eCinebin 151,656,000 

pT PTT ere ree ee £7 414,334,000 


The details of the first six issues of Turkish notes in 
Germany may be gleaned from articles in the Frank- 
furter Zeitung.’ The first issue of £7 5,661,000 payable 
six months after peace is declared, is secured against a 
deposit of £7 3,552,000 in gold held in Germany and 


1 London Economist, February 23, 1918. 

2 Statesman’s Yearbook, 1917, p. 1352. 

* London Economist, September 7, 1918, p. 300. 

4 Nieuwe Rotterdamsche Courant, December 5, 1917 and Statesman’s Yearbook, 
1917. This estimate excludes a loan rumored to have been made shortly before the 
capitulation of Germany and reported as varying from 32 to 45 million Turkish pounds. 
London Economist, September 7, 1918, p. 300. On the bulk of these loans, floated out- 
side of Turkey proper, there are no interest charges to be met. 

5 October 12 and 15, 1917, in particular. 
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£r 2,109,000 held in Austria. The second issue of 
£1 7,802,000 and the third issue of £7 11,700,000 are 
both payable one year after peace, being covered by Ger- 
man exchequer bonds. The fourth loan of £t 27,777,940, 
repayable in gold from three to seven years after the 
declaration of peace, was issued against German ex- 
chequer bonds and is payable from eight to eleven years 
after peace. The German government at the same 
time guaranteed that the Turkish pound would never 
be allowed to fall below 18.45 marks. 

Although the law of April 8, 1916, placed the currency 
on a gold basis, Turkey is now almost completely on 
a paper basis. The currency is greatly depreciated. In- 
formation from German sources had, early in 1917, 
placed the discount on paper money between 50 and 75 
per cent in Constantinople and between 75 and 80 per 
cent in Bagdad and Syria.' It is also reported that the 
Cabinet has recently decided on the decimal system of 
coinage and metric system of weights and measures.’ 


Louis Ross GorTruizs. 


Pusiic SmrvicE ComMMISSION, 
New York Crry. 


1 Article by Dr. C. A. Schaefer in Archiv fir Wirtschaftsforschung in Orient, 


April, 1917. 
2 London Economist, September 7, 1918, p. 300. 
















































THE IRON-ORE PROBLEM OF LORRAINE 


SUMMARY 


Importance of iron-ore reserves of Lorraine, 531.—Comparison with 
reserves of other countries, 534. — Quality and location of French re- 
serves, 535.— Dependence of German steel industry upon Lorraine, 
536.—Also of French steel industry, 538.—Probable French policy of 
control, 540. — Coal production of France and Germany, 544. — Im- 
portance of the Saar di-trict, 547. - German pre-war view of impor- 
tance of controlling iron in the interest of militancy, 552. 


Tue victory of the Allies in the late world war puts an 
end — for the present at least — to the pan-German 
ironmaster’s dream of an industrial hegemony based 
upon national self-sufficiency with regard to the control 
of the sources of raw materials. This dream was appar- 
ently a cause of the war just closed. In the acquisition 
of Alsace-Lorraine in 1870-71 Germany recognized the 
possibilities for her iron and steel manufactures involved 
in the possession of extensive iron-ore fields. The rapid 
growth of the German iron and steel industry during the 
two decades immediately preceding the war was based 
in part upon the control of the iron ores of Lorraine. Had 
Germany won the war there is little doubt that this con- 
trol would have been extended over the rich ore fields of 
northeastern France. The defeat of Germany, however, 
will not only frustrate her ambition to increase her pos- 
sessions of valuable ore properties but deprive her of 
what she had gained in the Franco-German War of 
1870-71. 

The restitution of Alsace-Lorraine will return to 
France the possession of over two billion tons of iron 
531 








532 QUARTERLY JOURNAL OF ECONOMICS 


ore, and with the supplies in the adjoining territory of 
French Lorraine, will give to that country the finest 
iron-ore basin in Europe, and one of the finest in the 
world. The magnitude of the iron-ore reserves of Lor- 
raine — both German and French — may be indicated 
by a brief description of the region in which these de- 
posits are located and a comparison with the total re- 
serves of Europe and with the leading iron-ore fields in 
other parts of the world. 

The Lorraine area forms a part of a great basin of 
ores (minette) embracing a part of northern France, 
southwestern Germany, Luxemburg and southern 
Belgium. The mining region of French Lorraine com- 
prises about 150,000 acres with a possible addition of 
30,000 acres.! This field is divided into certain folds or 
basins, of which the basin of Briey is the most impor- 
tant and contains about two-thirds of the estimated 
supplies of French Lorraine.? German Lorraine is some- 
what more compact covering an area of about 108,000 
acres.* This area has supplied the iron and steel indus- 
try of western Germany with the greater part of its ore. 

In 1910 the actual or proved reserves of iron ore with 
their equivalent metallic iron content were estimated for 
the Lorraine region as shown by the table on page 533.‘ 

Out of this enormous total of actual or proved ore 
reserves France, with the possession of what has been 
German Lorraine, will have in this field deposits 
amounting to 5,330,000,000 tons, capable of yielding 

1 The Iron and Coal Trades Review (London), December 6, 1918, p. 633. 

? Bulletin of the American Institute of Mining Engineers, September, 1918, pp. 
err Mineral Industry for 1917, p. 357. The Mineral Industry is published yearly 


by the McGraw-Hill Book Company of New York. 


4 Iron Ore Resources of the World, vol. i, pp. xxvi, xxvii, xliii and xlv. The best 
survey which has yet been made of the iron-ore resources of the world was that under- 
taken at the initiative of the Executive Committee of the Eleventh International Geo- 
logical Congress held in 1910 at Stockholm, Sweden. The results of the survey were 
published in two large volumes with the above title. 
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(000’s omitted) 
Equivalent 
Territories Actual ore metallic Potential ore 
supplies! | iron content supplies ! 
(metric tons) | (metric tons) 
French Lorraine.......... 3,000,000 | 1,000,000 
German Lorraine......... 2,330,000 755,000 | Very considerable 
ee 270,000 90,000 
tho! a ot 62,000 25,000 
fo Pe tee 5,662,000 | 1,870,000 

















1,755,000,000 tons of iron. The iron-ore reserves of 
German Lorraine constituted nearly two-thirds of the 
proved deposits of the German Empire, and those of 
French Lorraine, over 90 per cent of the estimated total 
of France. The results of the redistribution of these 
supplies upon the reserves of the two countries named 
may be indicated as follows: ? 

















(000’s omitted) 
France GERMANY 
Toe | acti | Pasa | actuate | Pal 
ppl iron tent PP iron content 
(metric tons) | (metric tons) | (metric tons) | (metric tons) 
Before the war....... 3,300,000 | 1,140,000 | 3,607,700 | 1,270,000 
After the war........ 5,630,000 | 1,895,000 | 1,277,000 515,000 




















The proved iron-ore reserves of all Europe were 
computed in 1910 at 12,031,900,000 metric tons with an 
equivalent metallic iron content of 4,732,800,000 metric 
tons. The supplies of France, therefore, as a conse- 
quence of the war, now constitute over 45 per cent of 

1 The term actual is used to signify proved and commercially valuable cre. Poten- 
tial is the word used to designate ore supplies which under present conditions cannot 
be profitably exploited, because of low iron content, unfavorable location with respect 
to means of transportation, or deleterious ingredients. The dividing line is by no means 
clearly drawn. 

2 Iron Ore Reserves of the World, vol. i, pp. lxxiii-Ixxv. 
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the estimated actual iron-ore reserves of Europe, and 
over 40 per cent of their iron content. 

All but 300,000,000 tons (a little over 5 per cent of 
the total) of the French deposits are in a tolerably com- 
pact area, and not very far from coal.! In these respects 
the ore resources of France differ from those of other 
important ore-producing countries of Europe. The 
remaining reserves of Germany while still great are 
diffused over a considerable territory. The large sup- 
plies of Great Britain? are also rather scattered, and 
those of Russia are distributed over a very wide area. 
The well-known deposits of Spain and the magnificent 
reserves of northern Sweden are located in countries or 
regions with very limited supplies of coal. 

The Lorraine region is one of the six leading iron-ore 
districts of the world. These districts with their re- 
serves, as estimated in 1910, are tabulated below: * 


Leapine Iron-OreE Districts or THE WORLD 
































(000’s omitted) 
uivalent : 
Territoros | AfSpotics® | | metalic | ore supplies | ins content 
(metric tons) | (metric tons) | (metric tons) | (metric tons) 
Lake Superior, U. S.. .| 3,500,000 | 2,000,000 | 72,000,000} 36,000,000 
Lorraine: 
France, Germany, Very con- 
Luxemburg, Belgium) 5,662,000 | 1,870,000 | siderable 
Northern Sweden... .. 1,035,000 670,000 178,000 105,000 
Oriente, Cuba....... 1,903,000 | 856,800 | 1,007,000] 454,000 
Bell I., Newfoundland | 3,635,000 | 1,961,000 axe 
Minas Geraes, Brazil. . 5,710,000} 3,055,000 








1 This coal, however, is mainly within German territory. 


2 Iron Ore Reserves of the World, vol. i, pp. lxxiii-Ixxv. 


The actual reserves of 


Great Britain were computed at 1,300,000,000 tons with an iron content of 455,000,000 
tons. The potential reserves were estimated at a very much higher figure — over 37 
billion tons, exceeding that of any other country in Europe. 


3 Iron Ore Reserves of the World, vol. i, pp. xxvi-Ixxix. 
can Institute of Mining Engi 





« The potential supplies of ~ on hen, german are given as‘ 


See also Bulletin of Ameri- 


1918, pp. 1472-1479. 


* enormous.” 


These 


ores, however, contain much titanium which under present metallurgical processes 
materially reduces the value of the ore. 
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Since 1910 some of these estimates in the more re- 
cently surveyed fields have changed. The proved 
reserves of the Province of Oriente, Cuba, are now esti- 
mated at 3,000,000,000 tons, and those of Minas Geraes, 
Brazil, at approximately 3,500,000,000 tons.1. The 
resources of northern Sweden are also rated somewhat 
more highly than the above figures indicate, and the 
potential ore supplies of the Lake Superior district are 
materially reduced under later estimates. 

The importance of the Lorraine field is not alone indi- 
cated by the richness of its ore deposits. None of the 
other great reserves above tabulated, including even the 
Lake Superior region of this country, are so favorably 
situated with respect to the sources of coal and lime- 
stone — barring the question of political boundary lines 
— and so near some of the leading markets for iron and 
steel goods. The deposits of northern Sweden, Cuba 
and Brazil are located in regions with a very inadequate 
coal supply. Even in the case of the Lake Superior 
deposits which are near enough to the Great Lakes to 
afford the advantages of cheap water transportation, the 
cost of ore at blast furnaces at lower lake ports and in 
the Pittsburgh district is practically doubled by the ex- 
pense of shipment.? It is true that in iron content per 
unit of output the ores of Lorraine are inferior to those 
of Sweden, Brazil, Newfoundland, and Lake Superior.* 

1 E. C. Harder of U. 8S. Geological Survey, in Bulletin of American Institute of Min- 
ing Engineers, September, 1918, p. 1472. Also page 1479. 

2 The Commissioner of Corporations in his Report on the Steel Industry estimated 
the book cost of ore at lower Lake ports, including general expenses, taxes and deprecia- 
tion at $2.64 per gross ton. Of this total the rail freight amounted to $0.67, and the 
Lake freight, including marine insurance, to $0.74. See Report, Part III, p. 34. Out 
of a total cost of $2.64, $1.41 constituted transportation charges. Before the outbreak 
of war in Europe the price of standard non-B Mesabi ore (51.50 per cent iron 


content) at lower Lake ports was quoted at an average price for the years 1911-14 
at $3.15 per gross ton. About half of that price represented transportation charges. 

* The iron content of Lorraine ores averages about 35 per cent. The ores of Sweden 
and Brasil range from 65 to 70 per cent and those of Newfoundland and Lake Superior 
from 50 to 60 per cent. 
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It may also be pointed out that owing to the relatively 
large proportion of phosphorous in these ores they are 
not suited for the manufacture of certain grades of steel.' 
These disadvantages, however, are more than offset for 
ordinary iron and steel manufacture by their geographi- 
cal location. 

The importance of the Lorraine deposits is further 
emphasized by the fact that in the years immediately 
preceding the outbreak of hostilities they were supply- 
ing the bulk of the iron ore of the two leading ore-pro- 
ducing countries of Europe,? and were furnishing the 
raw material upon which their iron and steel industries 
were built. In 1913 the iron-ore production of Germany 
(excluding Luxemburg) amounted to 26,771,598 tons.* 
This production was greater than that of any other 
country in the world except the United States. Of the 
German output 21,135,554 tons were mined in Lorraine.‘ 
If the production of Luxemburg amounting to 7,332,000 
tons were added to that of German Lorraine we should 
have an iron-ore output for the Luxemburg-Lorraine 
district of nearly 28,500,000 tons, and for the territory 
embraced within the German Customs Union of over 
34,000,000 tons. France produced in 1913, 21,572,835 
tons of iron ore, of which over 90 per cent was produced 


1 For the making of Bessemer steel, i.e., acid Bessemer, the Lorraine ores are un- 
suited. For some kinds of manufacture Bessemer steel is superior to basic steel and for 
some kinds of ordnance material low-phosphorus steel is necessary. Bessemer ore must 
not contain more than one part phosphorus to 1,000 parts metallic iron. In the case of 
low-phosphorus ore the proportion of phosphorus allowable is less than half that of 
Bessemer. The best ore field now known for Bessemer and low-phosphorus ores is that 
of Brazil. 

2 The production of iron ore in the United Kingdofn which ranked third among the 
countries of Europe was 15,997,328 tons. While the United Kingdom produced less 
ore than France she surpassed that country in the manufacture of pig iron and steel. 

* Mineral Resources of the United States, 1915, p. 318. Work published by the 
U. 8. Geological Survey. 

4 The Mineral Industry for 1917, p. 357. 

§ The Iron Trade Review, January 2, 1919, p. 30, and Mineral Resources, 1915, 
p. 318. The Iron and Coal Trades Review (London) gives the production of Luxem- 
burg for 1913 as 7,332,000 tons. See number of November 5, 1918, p. 517. 
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in the mining districts of Briey, Nancy, and Longwy — 
in what is called French Lorraine. Altogether, therefore, 
the Lorraine field was supplying Europe just before the 
war with an annual ore tonnage of between 45 and 
50 millions. 

This immense production formed the basis of the 
flourishing iron and steel industry of Germany and was 
the foundation of the iron and steel manufactures which 
had grown up in France. Without the exploitation of 
the Lorraine deposits the astonishing development of 
the iron and steel industry of Germany would be un- 
thinkable, and the acquisition of a large part of these 
deposits by Germany in 1871 was doubtless a factor in 
hastening this development. The importance of the 
Lorraine deposits in relation to this industrial growth is 
not indicated alone by the iron and steel manufactures 
of Alsace-Lorraine, but by the fact that the entire indus- 
try in the Rhenish-Westphalia and the Saar districts, 
depended upon Lorraine.' These districts are within 
easy reach of the region discussed, and with Lorraine- 
Luxemburg produced the bulk of the iron and steel of 
Germany. The pig iron production of Germany in 1913 
amounted to 19,291,920 tons, and was distributed among 
the different provinces in the following proportions: ? 





PROPORTION OF THE ToTAL Pic-tRoN PropucTiIon oF GERMANY 
(iIncLUpING LuxEmBuURG) BY DirreRENT Provinces, 1913 


District Percentage 
NG, oti. ai6/006ogwissve sca «vines odie 42.5 
Siegerland, Lahn, and Hesse-Nassau................ 5.1 
eRe irdsyeécgt acne dp sesedicossceeeas 5.2 
Central and East Germany. ...............0eee000- 5.2 
Bavaria, Wirttemburg, and Thuringia .............. 1.6 
NE EE Paco vies HORE sce tebe seers vA 
I nn iv vccrcpdecceceeseccese 33.3 


1 Iron Trade Review, January 2, 1919, p. 30. 

2 The Iron and Coal Trades Review (London), January 16, 1914, p. 97. Figures 
are taken from the Statistical Bureau of the Verein Deutscher Eisen- und Stahl-Indus- 
trieller. 
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It will be observed that the Rhenish-Westphalia and 
Saar districts and Lorraine and Luxemburg produced in 
1913 over 80 per cent of the pig-iron output of the terri- 
tory embraced within the German Customs Union. 
Historically and geographically the iron and steel indus- 
try of these districts is intimately bound up with the 
mining development of Lorraine. 

It is not to be overlooked, however, that Germany in 
recent years has been a heavy importer of iron ore. 
While the bulk of this raw material in the pre-war period 
came from domestic sources the proportion supplied by 
foreign countries was increasing.' In 1913 the importa- 
tion of iron ore amounted to over 14,000,000 tons, of 
which 4,558,000 tons came from Sweden, 3,811,000 tons 
from France and 3,632,000 from Spain.? The significant 
importation from France, however, represents a supply 
from the same source as the domestic output, but on the 
other side of a political boundary line. 

The French iron and steel industry has been even 
more dependent upon Lorraine ore than the German. 
The manufacture of iron and steel, however, notwith- 
standing the great ore production and reserves of the 
country, has undergone no such striking development 
asin Germany. The iron-ore resources of France were 
nearly as great as those of her neighbor, and the deposits 
of French Lorraine has been estimated at a higher figure 
than those of German Lorraine. Nevertheless, while the 
output of pig iron in Germany in 1913 amounted to 19,- 
291,920 tons, that of France was only 5,311,316 tons.* 
During the same year Germany produced 18,958,819 


1 Commercial Relations of the United States, 1912, published by the Bureau of 
Foreign and Domestic Commerce, pp. 36-39. In 1911 the importation of iron ore into 
Germany amounted to 10,820,485 metric tons, and in 1912, to 12,120,090 metric tons. 

* Iron Trade Review, January 2, 1919, p. 30. 

® Mineral Industry for 1917, p. 346. The figures are given in metric tons (2,204.6 
pounds). 
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tons of steel, and France only 4,419,241 tons.' In other 
words, France with an iron-ore production equivalent to 
about two-thirds that of Germany (including Luxem- 
burg) and reserves nearly as great had a pig-iron output 
considerably less than one-third and a steel production 
of less than one-fourth. 

French iron and steel manufacture absorbed only a 
part of the country’s output of ore. The situation may 
be indicated by comparing the production with the ap- 
parent consumption in the two calendar years imme- 
diately preceding the outbreak of war. 


ConsuMPTION oF Iron Ore In France, 1912 anp 19132 








1912 1913 

(tons) (tons) 
i eee 18,858,668 21,572,835 
a ee ee 1,454,190 1,417,063 
I sicb scien des. 8,323,712 9,745,863 
Apparent consumption.. 11,989,146 13,244,035 


In 1912 the net exports of iron ore of France amounted 
to 6,869,522 tons with an apparent consumption of 11,- 
989,146 tons, or less than. two-thirds of the year’s pro- 
duction. In 1913 the net exports were 8,328,800 tons, 
or considerably more than one-third of the annual pro- 
duction, leaving for home consumption 13,244,035 tons. 
In other words, the net exports of iron ore from France 
in the years just prior to the war were about 35 per cent 
of her annual production. In contrast with this, Ger- 
many’s imports of iron ore for the same two years were 
12,120,090 and 14,017,000 tons respectively, and her 

1 Mineral Industry for 1917, p. 347. The tonnages for steel are given in terms of 


ingots and castings. A slightly higher figure is given in the Iron and Coal Trades 
Review, April 10, 1914, p. 541, for the production of steel in France. 


2 Mineral Resources of the U. 8., 1915, p. 318, and Mineral Industries during 1913, 
p. 418. 











540 QUARTERLY JOURNAL OF ECONOMICS 


annual exports only a little over 2,000,000 tons.! Ger- 
many with an iron-ore production considerably larger 
than that of France, and including within her tariff 
boundary line the added output of Luxemburg, had in 
1912 and 1913 a net importation of ore equivalent to 
about one-third of her domestic production.’ 

The war just closed has, by the restoration of Alsace- 
Lorraine, added to the already great reserves of France 
the deposits from which the German iron and steel in- 
dustry has drawn the greater part of its ore. Will this 
addition result in the transfer of this great industry to 
France ? Does the loss of Lorraine mean the complete 
or partial demoralization of German steel manufacture ? 

It is evident that many French writers and statesmen 
look forward to a development of the iron and steel in- 
dustry in France corresponding to its wonderful growth 
in Germany in the pre-war period, and probably greatly 
surpassing it. The support which the German industry 
gave to the military operations of the Central Powers 
has given birth to a desire on the part of many to see 
this industry in Germany crippled, or at least its Con- 
tinental leadership taken away. 

It is well known that in the manufacture of iron and 
steel a large amount of coal is consumed. It is also well 
known that while France possesses some important coal 
deposits her coal resources are not very extensive and 
her consumption of coal far exceeds her production. The 
Lorraine district which has been recently added to her 
territory brings with it no material addition of coal. The 
redistribution of territory between France and Germany 


1 Bureau of Foreign and Domestic Commerce: Commercial Relations of the 
United States, 1912, pp. 36, 39, and Iron Trade Review, January 2, 1919, p. 30. 


2 The production of iron ore in Germany (including Luxemburg) in 1912 was 
33,180,258 metric tons and in 1913, 34,103,598 metric tons (26,771,598 for Germany 
proper and 7,332,000 for Luxemburg). Mineral Resources, 1915, p. 318, and Iron and 
Coal Trades Review (London), November 5, 1918, p. 517. 
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virtually amounts to putting iron ore on one side of a 
political boundary line and coal on the other. 

This division of material resources would not seriously 
affect the economic situation if iron ore and coal were 
left free, or relatively so, to pass between the two coun- 
tries under consideration. But this freedom comes into 
conflict with a strong national purpose to keep Frenchore 
at home and make it contribute to the upbuilding of a 
great iron and steel industry in France. Furthermore 
the Germany industry being looked upon as something 
of a military, as well as a commercial, menace Lorraine 
ore must no longer constitute its basis as in the past. 
The old interchange of French ore for German coke is 
pronounced out of question.! 

How far a political or patriotic purpose can modify an 
industrial condition depends upon a number of factors. 
An unwise fiscal policy can injure and sometimes destroy 
an industry. A tariff barrier may interrupt or change 
the normal current of trade. But the enactment of a 
legislative body or the decree of an international council 
cannot change natural resources or alter geographical 
facts. Political boundary lines, it is true, may be made 
to conform to such conditions, but the successful con- 
summation of any political aim depends upon its adap- 
tation to the natural and economic possibilities of the 
sitiation. 

Are those who look forward to a rapid and extensive 
development of a French iron and steel industry based 
upon Lorraine ore justified in their anticipations ? Or 
do such anticipations come into conflict with an eco- 
nomic condition ? 

It is unsafe to make predictions, as there are many 
circumstances in the present industrial situation, the 


1 The situation is discussed in a series of articles published in L’Information by M. 
C. Marquet (Ingenieur Civil des Mines). 
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influence of which it is impossible to gauge. However, 
certain facts in this situation may be pointed out, and a 
rough estimate made of their probable influence. Some 
of these facts are well-known and appreciated, and 
others are popularly ignored. 

In the manufacture of some iron commodities and 
most articles of rolled steel, the consumption of coal 
(including coke) is greater than that of iron ore. The 
oft-repeated statement that it takes more coke than ore 
to produce a given amount of pig iron is not true of the 
product of the blast furnace of today. The tendency for 
the ore to move toward the coal rather than for the coal 
to travel toward the ore cannot be explained by the rela- 
tive quantities of ore and coal necessary to produce a 
ton of pig iron. This can be seen by comparing the pro- 
portionate amounts of material entering and leaving a 
modern blast furnace when a ton of pig iron is manu- 
factured out of ordinary ore containing about 50 per 
cent of iron: 


ENTERING THE FURNACE LEAVING THE FURNACE 
(tons) (tons) 
eee 2 MDS 6 5 0'ebi:c0:0:6 oe 1 
ME Sa cn6 6 cctests 1 Aes Be Fie 0.5 
Limestone........... 0.5 MS «od cis peewee 6 
Bb sidt ep deucidrn ons 4 
7.5 7.5 


It will be observed that in the case of 50 per cent iron 
ore the approximate proportion of coke to ore used in 
the smelting process is one to two. In the case of low- 
grade ores the coke consumption is greater, but less than 
the quantity of ore used. In the manufacture of coke 
the amount of coal consumed varies considerably, but 
with superior grades four tons are required to make 
three tons of coke. 
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The greater part of the pig-iron production of the 
world is converted into steel. In 1916 the pig-iron pro- 
duction of the United States amounted to 39,434,797 
gross tons, and the steel output (in terms of steel ingots 
and castings), to 42,773,680 gross tons.? In 1913, as has 
already been noted, the pig-iron production and steel 
output of Germany were 19,291,920 and 18,958,819 
metric tons, respectively, and the corresponding figures 
for France were 5,311,316 and 4,419,241 metric tons.’ 
It is especially in the advanced stages of steel manufac- 
ture that the aggregate fuel costs mount high enough to 
make it an object for the producer to be nearer his coal 
supply than his sources of iron ore. In the production 
of certain forms of rolled steel the amount of fuel con- 
sumed is as much as four tons of coal to one ton of steel.‘ 

In addition to this influence operating on the produc- 
ing side of steel manufacture is that of the desirability 
of being near the leading markets for steel goods. The 
bulk of the steel consumed under modern industrial con- 
ditions takes the forms of railway material including 
rails, structural shapes, heavy machinery, plates, and 
the like, and the principal markets for such products 
are in great manufacturing centers located near coal- 
producing regions. 

As long as coal remains the most important source of 
power in the operation of modern machinery and its con- 
sumption per unit of steel output continues to be prac- 
tically what it is at present, the iron and steel industry 
will tend to seek the coal area. Lake Superior ore will 


1 The conversion usually takes place in one heat, i.e., the iron is not allowed to cool 
before bringing it to the Bessemer converter or the open-hearth furnace. 

2 Annual Statistical Report of the American Iron and Steel Institute, 1916, pp. 3 
and 23. The apparent statistical discrepancy in the outputs of pig iron and steel is ex- 
plained by the large use of scrap material in steel manufacture. 

® Mineral Industry for 1917, pp. 346 and 347. 

‘ The writer is indebted for this information as well as other technical details em- 
bodied in this article to Bradley Stoughton. 
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move toward Pennsylvania coal rather than Pennsyl- 
vania coal toward Lake Superior ore.! Swedish ore will 
travel toward German and English coal rather than the 
coal in the reverse direction. 

The-situation with respect to coal, brought about by 
the restitution of Alsace-Lorraine to France, may be con- 
sidered with reference to the coal production and trade 
of that country in comparison with that of Germany, the 
comparative resources of the two countries in the bitu- 
minous product and the efforts and proposals of French 
writers and statesmen to meet the situation. 

The production of coal in France and Germany, in the 
two calendar years immediately preceding the war, 
given in short tons, were as follows: ? 


1912 1913 
A A pee 45,534,448 45,108,544 
I sesh deals seers 281,979,467 305,714,664 


The output of Germany in each of the years con- 
sidered was between six and seven times that of France. 
In both France and Germany production was largely 
concentrated in a few districts. About 70 per cent of 
the output of France came from the Nord and Pas-de- 
Calais districts — the latter producing about half that 
of the country.* The mining of coal in Germany, while 
operated on a fairly large scale in various parts of the 
country, is. most extensively carried on in the Ruhr dis- 
trict, the output of which was about one-half that of the 
empire in 1912 and 1913.* 


1 There have been some apparent movements in the United States which seem to 
contradict this principle, e.g., the organization of the Minnesota Steel Co., a subsidiary 
of the United States Steel Corporation, at Duluth, Minn. Coal is shipped from lower 


Lake ports to Minnesota. It should be remembered, however, that coal is carried on 
the Great Lakes at exceptionally low rates and as a return cargo for ore-bearing 
steamers. Furthermore, the company produces heavy steel for markets in the North- 
west — particularly railroad material, structural shapes, etc. 

2 Mineral Industry for 1917, p. 127. 

§ Ibid., 1913, p. 118. * Ibid., 1913, p. 119. 
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In both countries the production of bituminous coal 
exceeded that of anthracite ' and lignite. In Germany 
much of the bituminous product makes good coke.? In 
1913 the production of coke in Prussia amounted to 
34,000,000 tons. In France, on the other hand, good 
coking coal is scarce, and in 1913 the French output of 
coke was only about one-tenth that of the Prussian 
production. 

The coal and coke consumption of France far exceeds 
her production. In 1913 the coal imports amounted to 
18,693,123 tons, this importation being an increase of 
more than 2,700,000 tons over that of the preceding 
year.‘ During the same year the French consumption of 
coke for metallurgical purposes was about 6,500,000 
tons,’ but of that consumption 3,070,036 tons were 
imported. Considerably over half the imported coal 
came from Great Britain, and about four-fifths of the 
coke from Germany.* 

In contrast with this, German coal and coke produc- 
tion exceeds consumption. For many years Germany 
has been.one of the world’s great exporters of coal. In 
1913 the net exports of coal from that empire aggre- 
gated over 24,000,000 tons, and those of coke about 
6,000,000 tons.’ 


1 A small amount of anthracite is produced in both France and Germany, but it is 
inferior to the anthracite of eastern Pennsylvania and South Wales. 


2 Coke is a product of bituminous coal, but not all bituminous coal is coking coal. 
Experiment is necessary to determine whether a given coal has the qualities necessary 
for making good coke. These qualities cannot be stated in chemical terms alone. See 
Tiemann, Iron and Steel. 


® The Iron and Coal Trades Review (London), December 13, 1918, p. 673. 
* Mineral Industries during 1913, p. 118. 

5 The Iron and Coal Trades Review (London), December 6, 1918, p. 633. 
* Mineral Industries during 1913, pp. 118-120. 


1 Ibid. The exports of coal and anthracite were 34,573,514 tons, and the imports 
were 10,540,018 tons. The coke exports amounted to 6,411,418 tons. There was a 
small importation of coke from Belgium. 
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The coal reserves of France, as estimated in 1913,' do 
not promise very much in the way of any large per- 
manent increase of output. The reserves of bituminous 
coal, which is the fuel of iron and steel manufacture as 
well asof other manufactures, were estimated for France, 
- Germany, and Europe as follows: * 














(000’s omitted) 
Actual Probable 
Countries reserves reserves Total 
(tons) (tons) (tons) 
a ay ere 3,622,000 9,058,000 12,680,000 
MINT co cose cccectic. 94,865,000 | 315,110,000 | 409,975,000 
at a icles a 236,716,000 | 456,446,000 | 693,162,000 

















The largest reserves of bituminous coal in Europe are 
in the Belgian-German basins. The British fields are 
more easily exploited and a larger percentage of their 
reserves extracted.* But the basins named, particularly 
Germany, have much larger amounts. Of the total esti- 
mated European reserves of bituminous coal (actual and 
probable) nearly 60 per cent is in Germany and less than 
2 per cent in France. 

The coal reserves of France and Germany remain 
practically unaltered by the transfer of Alsace-Lorraine 
to France. The distribution of the bituminous coal re- 
serves within Germany shows that this transfer affected 
no appreciable change in the fuel situation. 


1 A survey of the coal reserves of the world similar to that of the iron-ore resources 
was undertaken by the International Geological Congress held in 1913 in Canada. The 
results were published in three large volumes under the caption ‘‘ The Coal Resources 
of the World.” 

2 The Coal Resources of the World, vol. i, pp. xxxv and xxxvii. These reserves are 
divided in the case of Europe into “ actual ” and “ probable.’ Actual reserves are those 
where the actual thickness of the seams can be arrived at, and probable reserves are 
those where an approximate estimate only can be made. 

® The Coal Resources of the World, vol. i, p. xxvi. 
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Brrominovs Coat Reserves or GERMANY BY Districts ! 














(000’s omitted) 
Districts —..|,. sme Total 
All Germany............. 94,865,000 | 315,110,000 | 409,975,000 
Saar district.............. 16,548,000 ty 16,548,000 
Westphalia............... 56,344,000 | 157,222,000 | 213,566,000 
Lower Silesia............. 718,000 2,226,000 2,944,000 
Upper Gilemia........ 00.8. 10,325,000 | 155,662,000 | 165,987,000 
ee eee 225,000 he ae 225,000 
Left of Rhine............. 10,458,000 ones 10,458,000 
Other districts............ 247,000 ies 247,000 














Of the districts tabulated — and they include all the 
bituminous coal reserves of the former German Empire 
— only that designated left of Rhine covered any part 
of the Lorraine region, and that only in a limited degree. 
The Saar district is in very close proximity to the Lor- 
raine field. The Westphalian district, which is by far 
the largest and most highly developed of the coal regions 
of the country, has been the principal seat of the iron 
and steel industry of Germany. This industry has de- 
pended in the main upon ore from German Lorraine and 
to a limited extent upon supplies from the adjoining 
field in France. 

The relatively restricted supply of coal has been the 
cause of the high prices charged for that fuel in France. 
Figures have been published concerning average prices 
of coal in France, and comparisons made with the corre- 
sponding prices in other countries. Recently these 
figures have been used for determining the effect of fuel 
costs upon the prices of iron and steel goods,? and the 
results are significant. In 1913 according to these esti- 

1 The Coal Resources of the World, vol. i, p. xxxvi. 

2 An account of these computations is given in the Iron and Coal Trades Review 


(London), January 10, 1919, p. 47. In stating the figures the writer has converted them 
into American currency. 
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mates the price of French coal at the pit was $3.32 per 
ton and that of imported coal $4.74. Worked out on the 
basis of the amounts produced in the country and im- 
ported the average price was $3.55 per ton. This aver- 
age exceeded that of the United States by $2.28, that of 
England by. $1.32, and that of Germany by $0.96. In 
the case of home-made coke the average price in France 
was $4.37 per ton, and that of imported coke $5.63, 
with an average price for both of $5.11. This estimate 
exceeded the averages of the United States, England, 
and Germany, by $2.69, $1.76, and $0.82, respectively. 

These figures have been used to show that the nor- 
mally high prices of pig iron and finished steel material 
in France are, to a great extent, the result of the cost of 
coke and coal. The production of a ton of pig iron re- 
quires not less than a ton of coke, and generally in 
Europe, appreciably more. The conversion of this pig 
iron into finished product necessitates the use of at least 
a ton of coal, and in some cases two or more tons. Higher 
fuel prices are thus an important factor in increasing 
iron and steel costs in France over those of the United 
States, England, and Germany. A computation based’ 
upon similar but somewhat later figures, made by M. de 
Nanteuil, State Mining Engineer, shows that the cost of 
producing pig iron is increased in France because of the 
higher cost of coke by $1.35 per ton over that of Bel- 
gium, $2.71 per ton over that of Germany, $4.07 over 
that of England, and $4.87 per ton over that of the 
United States. 

While these calculations may not be in all cases accu- 
rate and may even contain some serious errors, they do 
show how the high fuel prices prevailing in France have 
affected iron and steel costs and limited the competitive 
strength of the French iron and steel industry. Unless 
the fuel problem is solved iron and steel manufacture in 
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France seems destined to be carried on at high cost, or 
Lorraine ore to continue to serve the steel mills of Ger- 
many. The latter alternative is deemed by Frenchmen 
out of question.! 

The significance of the situation is fully appreciated 
in France. Reasons other than large ore deposits in- 
fluenced Frenchmen to look forward to the restoration 
of Alsace-Lorraine. The iron-ore deposits, however, 
constitute by far the most valuable natural resource of 
these provinces, whose economic development depends 
in large part upon their exploitation and utilization. To 
promote this development without making French ore 
subsidiary to German iron and steel it has been sug- 
gested and strongly advocated that the Saar basin to the 
northeast be annexed to Lorraine.? This district, as has 
already been pointed out, is one of the prominent coal- 
producing regions of Germany. It has also been the 
seat of a flourishing iron and steel business, which like 
the more important manufacturing district of West- 
phalia has depended upon Lorraine ore. 

The Saar district, however, while containing large 
coal deposits, only meets the situation partially. Its 
resources are not commensurate with the enormous de- 
mands which would be made upon it in the event of such 
a growth in the French iron and steel industry as is an- 
ticipated by certain writers. The coke production of the 
district is neither large nor high in quality. Thus out 
of a total output of 17,846,000 tons of coal in the basin 
of the Saar in 1913, only 3,292,000 tons were converted 
into coke,* which was consumed for the most part locally. 
Furthermore finely washed coking coal in this district 
yields only 65 per cent coke, whereas the superior coking 


1 The Iron and Coal Trades Review (London), December 6, 1918, p. 633. 

2 Bulletin of the American Institute of Mining Engineers, September, 1918; Iron 
and Coal Trades Review, January 10, 1919; Washington Post, January 13, 1919. 
* The Iron and Coal Trades Review (London), January 10, 1919, p. 47. 
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coal of Westphalia and of England yields from 72 to 
76 per cent coke. 

It is reported that during the war means have been 
discovered for coking at a low price coal hitherto de- 
clared to be unsuitable for the purpose. While it is true 
that only laboratory tests have been applied, it is con- 
sidered beyond doubt that so far as coke manufacture is 
concerned an industrial solution is in prospect. With 
such a solution it is held that the incorporation of Al- 
sace-Lorraine and the Saar, after deducting the needs 
for domestic consumption, gas works and railroads, 
would result in a production of 12,000,000 tons of coal 
capable of being transformed into coke ' and rendered 
available for the blast furnaces of France. Twelve 
million tons of coal would, under the new processes re- 
ferred to, make from 8 to 9 million tons of coke — or 
between two or three times the domestic output of 
France in 1913, but only about one-fourth the produc- 
tion of Prussia during the same year. Assuming all con- 
siderations of language and present ethnic relationship 
on the part of the people of the Saar district to be set 
aside and the region incorporated with Lorraine, the 
prospective development of a great French iron and 
steel industry commensurate with her enormous ore 
supplies would still confront a fuel problem.? 

The effect upon Germany of the loss of Lorraine will 
depend very largely upon the policy adopted by France 
with regard to the exportation of ore to her neighbor. 
It has already been noted that the German iron and steel 
industry has in the main been based upon the Lorraine 
ore field. This relationship extended not only to Ger- 


1 The Iron and Coal Trades Review, January 10, 1919, p. 47; Bulletin of American 
Institute of Mining Engineers, September, 1918. 

2 It has been reported that at the Peace Conference in Paris, those of the French 
who strongly advocated the annexation of the Saar basin to provide coal have receded 
from their position. Iron Age, January 30, 1919, pp. 315 and 316. The temporary 
control of this region by the French, however, seems to have been agreed to as part of 
the indemnity to be paid by Germany to France. Washington Post, April 2, 1919. 
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man Lorraine, but to the part of the field embraced 
within Luxemburg and to a less extent to the district 
within France. If the supply of ore is cut off from all 
that part of the Lorraine region now to be embraced 
within the boundaries of France, Germany will be shut 
out from sources which supplied over 50 per cent of her 
iron ore in 1913, including her large importation. 

The situation for Germany in the event of the elimina- 
tion of these sources of ore supplies is even worse than 
this. The mining interests of Luxemburg are closely 
associated with those of Alsace-Lorraine, and if the iron 
ores of the latter become a basis for a great French iron 
and steel industry, Luxemburg is likely to become asso- 
ciated with France, and to separate from the German 
Customs Union. A statement recently made by the 
general director of the Burbach-Eich-Dudelingen Com- 
pany and the reservations he made in connection with 
the provisional prolongation of the Steel Syndicate lead 
to the conclusion that this possibility exists.:_ In 1913 
Luxemburg produced 7,332,000 tons of ore, or over one- 
half million tons more than the German Empire outside 
of Lorraine. 

It has been contended that Germany may still look 
abroad for the greater part of her ore. Large quantities 
of Swedish and Spanish ores were being imported prior 
to the outbreak of hostilities. This importation, how- 
ever, would have to be increased manyfold to compen- 
sate her for the loss of Lorraine, and preserve her iron 
and steel industry on the pre-war level.? If iron ore no 
longer moves from Lorraine to the Rhenish-Westphalia 
and Saar districts (assuming that the latter remains a 


1 The Iron and Coal Trades Review (London), December 6, 1918, p. 633, and No- 
vember 29, 1918, p. 611. 

2 The difficulties which the Germans have experienced in securing iron ore in other 
countries is treated in a report from Consul General Halstead at Stockholm to the 
Bureau of Foreign and Domestic Commerce. See also Iron Age, January 30, 1919, 
p. 329. 
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part of German territory) the backbone of the present 
German iron and steel industry will be broken. 

A confidential German document, which has recently 
been published by the Comite des Forges de France and 
quoted in the Iron Age,' gives some idea of the attitude 
of steel producers in Germany toward the control of the 
sources of iron ore, both from an industrial and a mili- 
tary standpoint, and also shows the cause of the ap- 
prehension naturally felt in France with regard to 
furnishing the raw material for German iron and steel 
manufacture. This document, which was probably 
written at a time when Germany was confident of a 
victory, emphasizes the determination of that country 
to take possession of the French mines, considered im- 
peratively necessary in order to insure the future pros- 
perity of the iron and steel industry of Germany. After 
pointing out that for many years Germany has been 
obliged to depend on other countries for a part of its 
supply of ore it remarks that ‘‘ our mining base enlarged 
by the addition of Briey and Longwy would insure for a 
century the future of our iron industry, and would hence 
insure also our retention of the place which, with the 
help of the iron ore of Lorraine, we have conquered 
during the last ten years among the iron-making coun- 
tries of the world, at the cost of hard struggles with 
Great Britain.” 

It also states that the greater the iron and steel- 
making resources of a country the more it is dreaded as 
an adversary. It then goes on to say that the displace- 
ment of the Lorraine frontier is absolutely indispensable 
for the safety of the German Empire in the case of a 
future war, and adds further: 

** All of Lorraine in the hands of Germany would con- 
stitute not only a war indemnity and a support for the 


1 Iron Age, February 20, 1919, p. 506. 
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German fatherland, but also a guarantee of a lasting 
peace and a gauge for the security of the empire. Our 
victory gives us the occasion and the right to add to the 
most vulnerable point of attack on the German Empire 
a sharp rock against which every enemy assault will be 
broken. 

“ Tf this opportunity be neglected, the German people 
will in a future war be doomed to ruin.” 

The failure of Germany to secure the displacement of 
the Lorraine frontier in the manner contemplated is 
looked upon in that country as a calamity to its steel 
industry,! involving as it does not only a loss of political 
control over an area deemed necessary to national 
safety but a possible elimination of the most important 
source of its supply of raw material. The German in- 
dustry still entertains some hope that France’s need for 
fuel will ultimately force her to exchange ore for coke; 
but any tutelage in regard to coke is what France 
sincerely desires to avoid. 

The attitude of France with reference to the exporta- 
tion of iron ore is of course intelligible in the light of the 
experiences through which she has passed and in the 
face of exposures like the document above cited. It is 
not to be attributed to commercial particularism with 
which France has sometimes been charged. The ambi- 
tion to make her enormous ore resources serve a home 
industry rather than the industry which was lately used 
by a powerful neighbor to despoil her of those resources 
is laudable from both a patriotic and ethical standpoint. 
The fact remains, however, that metallurgical processes 
being what they are and the resources of Continental 
Europe in ore and coal distributed in the manner above 


1 The Iron and Coal Trades Review (London), December 6, 1918, p. 633; Iron Age 
January 30, 1919, p. 329. 
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described ! the economic feasibility of any taboo on an 
interchange of ore and coke between France and Ger- 
many, is, to say the least, very questionable. The iron 
ore problem of Lorraine, viewed in the light of the pres- 
ent technical processes of iron and steel manufacture, 
is a good example of how political aspirations and eth- 
nological considerations may come into conflict with an 
economic situation. 

ABRAHAM BERGLUND. 

Wasurneron, D.C. 


1 France is well supplied with water-power which would be available if electric steel 
could be made as cheap as Bessemer and open-hearth. The progress in the manufacture 
of electric steel, while great, does not at present promise much in the way of supplanting 
the product dependent directly upon coal and coke. 














NOTES AND MEMORANDA 


A PECULIAR EIGHT HOUR PROBLEM 


SUPERFICIALLY, it would appear as if the problem of pay- 
ment for longshore labor in loading and discharging cargo 
would be relatively simple, especially by contrast with the 
complicated schedules of railroad employees. But the oc- 
currence of many local customs and the variety of practice 
between different ports introduce elements of confusion, well 
illustrated in the following cotton rollers’ case. 

Longshore labor engaged in loading cotton bales at New 
Orleans is divided into gangs; and each gang is made up of 
so-called screwmen, who work in the ship’s hold, and of so- 
called rollers, who wait on these gangs on the dock. The task 
of the latter group is to head the cotton, that is to say, to keep 
a supply of bales headed up on end within convenient reach 
of the screwmen who stow it into place. This work of the 
roller is not laborious comparatively, nor does it require any 
skill. But, on the other hand, it is more or less intermittent, 
depending upon the activity of the screwmen, the supply of 
bales and the particular needs of the ship’s hold. Moreover, 
the cotton rollers are expected to leave the dock in good con- 
dition with bales safely covered with tarpaulin and neatly 
stacked. In addition, the cotton rollers, ‘‘ waiting on gangs,”’ 
are dependent for their hours entirely upon the screwmen; 
and the screwmen at New Orleans have always enjoyed the 
custom of a half-hour rest period at 9 o’clock and at 3, known 
as lunch or whiskey time. During this interval the roller is 
not supposed to work except upon cotton, and customarily 
this hour has come to be one of enforced idleness. 

The above mentioned local conditions do not prevail at 
Galveston where the roller is a part of the gang and is paid like 
the others by the bale. Moreover, no half-hourly rest periods 
have ever been granted. There are no stevedores or middle- 

555 








556 QUARTERLY JOURNAL OF ECONOMICS 


men as at New Orleans where the steamship companies con- 
tract with the stevedore by the bale, while he in turn arranges 
for his labor on the basis of time. 

The introduction of the eight hour day by an award of the 
National Adjustment Commission in October, 1918, brought 
about a substantial increase in wages all along the line. The 
hourly rate for longshoremen was increased from 50 cents to 
65 cents; and the working day was brought down to the eight 
hour limit. But this change affected the cotton rollers pecul- 
iarly. Formerly, they always received ten hours’ pay, from 
7 a.M. until 6 p.m.; altho actually, owing to attendance upon 
the screwmen, their working hours were only eight. In other 
words, they stopped when the screwmen stopped at 5 o’clock, 
an hour ahead of general cargo men; and they also enjoyed 
the two half-hours of relaxation, over and above the dinner 
hour. This advantage of the cotton roller, which formerly 
compensated him for the intermittency of his work was auto- 
matically changed into a disadvantage when the general cargo 
men began to close their working day at 4 o’clock. Under the 
new conditions the roller still worked until 5, waiting on the 
screwmen, who were content as before with their conditions, 
which were in effect, as above described, already eight hours. 
Large numbers of workers were affected by these conditions, 
and the port of New Orleans was tied up by a failure of the 
various parties to come to an agreement. It was to settle this 
strike that the award printed herewith was handed down. 

There were four possible money settlements to be awarded. 
The extreme demand of the rollers was for ten hours’ pay for 
eight hours’ work at 65 cents per hur. They contended for 
$6.50 per day, upon the ground that the screwmen, whose 
time they followed, had always been on an eight hour day and 
were not affected by the changed schedule at all. A second 
settlement was actually made by some companies upon the 
basis of eight hours at 65 cents, with $1.00 — the prescribed 
overtime rate — for the ninth hour. The sum of $6.20, in 
other words, would pay the men for waiting about during two 
lunch periods of a half-hour each and actually reward them 
at the full overtime rate despite this circumstance. Many 

















NOTES AND MEMORANDA 557 


employers contended that this was unjust to them. A third 
choice proposed payment of the straight hourly rate of 65 
cents for nine hours’ work, which was the outside limit of the 
roller’s working day, as it had always been. This would have 
given a daily wage of $5.85. And then, finally, some em- 
ployers contended that, in view of the actually enhanced 
hourly rate, the eight hour day should be paid for at the rate 
of 65 cents for eight hours only, such being the number of 
hours really worked. This would have given the rollers 
$5.20 for staying on the piers until 5 o’clock, whereas the gen- 
eral cargo men concluded their eight hours at 4 o’clock, and 
drew the same pay. 

The opposing contentions were finally settled by the award 
which is reprinted herewith, and which is offered as a signif- 
icant example of interpretation. One way to settle the strike 
would have been to make an entirely new adjustment, striving 
to adjust the rollers’ wages to those of general cargo men, 
purely upon industrial or economic merit. But such an in- 
dustrial settlement had to be aligned with the content of the 
several contracts and awards which were then in effect. So 
that the final decision, necessary to claim allegiance of all 
parties concerned, had to be at once economically just and 
strictly logical. In other words, it had to be both good law 
and good industrial practice. In a long, fairly extended ex- 
perience in these matters, I have seldom felt more completely 
satisfied that these two modes of approach were compre- 
hended than in this case. And the best evidence, practically 
speaking, was that despite the large financial interests in- 
volved, a unanimous finding was had. The peculiarity of 
many of these proceedings is that the leading counsel for 
either side is apt to be chosen as members of the board of 
award. These attorneys thereafter sit upon the bench and 
vote upon their own arguments. It was a tribute to the in- 
evitableness of this determination that despite the bitterness 
of feeling which formerly prevailed, a unanimous opinion was 


handed down. 
WituaM Z. Riptey. 


wi set TN. DEN LT II a AOL It A AEE PO Kalin 4, 88-0) 
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Decision Rendered by Special Adjustment Board in the Contro- 
versy between the Stevedores and Longshoremen’s Benevolent 
Association, New Orleans, La., and New Orleans Steamship Asso- 
ciation and Stevedores in the Matter of Wages of Rollers of Cotton 
and Tobacco, February 24, 1919. 

The task submitted to your Wage Adjustment Board is the inter- 
pretation of an existing contract and of two official awards there- 
under. No power to make new rates of wages by agreement was 
conferred. The original agreement is a contract between the long- 
shoremen and the steamship agents for a period of three years from 
September 16, 1917. Two subsequent awards dated November 2, 
1918, were made by the National Adjustment Commission for the 
cotton screwmen and for “ general longshore work ”’ respectively. 
The first of these awards for the screwmen changed the rate of 
wages, but introduced no change in the working hours for cotton 
gangs, leaving them at nine hours per day; namely, from 7.00 a.m. 
to 5.00 p.m. as outside limits. The second award for “ general long- 
shore work ” not only increased the rate of wages from 50 cents to 
65 cents per hour, but it also introduced a basic working day of eight 
hours from 7.00 a.m. to 4.00 p.m. with $1.00 per hour for overtime. 

The precise point submitted for determination is as to the stand- 
ard day’s compensation for longshoremen waiting on cotton and 
tobacco gangs, both under these two awards and under the unex- 
pired original contract. 

First: Longshoremen waiting on gangs stowing cotton or tobacco 
are in no way specifically mentioned either in the award for screw- 
men or for “ general longshore work.’’ The second clause of the 
general longshore award merely states that “ general cargo men ” 
shall receive 65 cents and $1.00 per hour. But in addition it specifies 
differential rates for handling grain, cement, bananas and other 
commodities. It has always been the custom of the port to regard 
cotton and tobacco gangs as engaged in a service separate and dis- 
tinct from that of general cargo. Thus the omission of any mention 
of cotton or tobacco rollers would seem to exclude them entirely 
from the changes introduced by the award for “ general longshore 
work.” But, on the other hand, examination of the record of the 
hearing on October 30, 1918 proves that it was the intention to in- 
clude them under this award. Your Board finds, therefore, that 
cotton and tobacco rollers are entitled to the increased rate of 65 
cents per hour from and after the date of the award. 

Second: If, under Section 2 of the general longshore award, the 
men are entitled to the new rate of 65 cents per hour, the intention 
is established of applying this award in general to them as well as to 
general longshoremen. But the award, if applied as to Section 2, 
must be held to apply as regards Section 1, which introduces a basic 
eight hour day. There is no escape from this logic. It is the invari- 
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able practice not only of courts but of all arbitration tribunals to 
require that the whole of an instrument applies if any part thereof 
is applied. Your Board finds, therefore, that the basic eight hour 
day was intended: to apply to cotton and tobacco rollers. They 
cannot be found entitled to the new rate of 65 cents while still work- 
ing under a ten hour schedule. Either one or the other might hold 
good, according as they are comprehended under the award or not. 
But both cannot possibly apply. 

Third: Cotton and tobacco rollers have, both before and after 
these changes, worked on a nine hour basis waiting on the screw- 
men’s time; namely, until five o’clock p.m. If, however, as already 
held, they are entitled to a basic eight hour day ending at 4.000’clock, 
your Board finds that they are entitled to overtime at the rate of 
$1.00 per hour for the additional service up to 5.00 o’clock. This 
fixes the standard pay for a day’s work at $6.20; namely, eight 
hours at 65 cents and one hour of overtime at $1.00. 

The foregoing interpretation is based upon the awards of the 
National Adjustment Commission. It is necessary to justify the 
foregoing rate also by the terms of the original contract between the 
longshoremen and the steamship agents. This contract contains the 
following clause: 

““ Members waiting on gangs shall receive gangs’ time in the full 
sense of the word.’ 

It is agreed by all parties, as already stated, that the time of a 
cotton or tobacco gang has remained unchanged at nine hours. This 
clause, therefore entitles them to pay for nine hours work. The 
proper compensation for nine hours work under a basic eight hour 
day is identical with that already figured at $6.20. This calculation 
based upon the contract therefore agrees literally with the calcula- 
tion based upon the award. 

In the application of the foregoing interpretation we hold further- 
more that longshoremen waiting on cotton or tobacco gangs, shall be 
paid for the customary lunch hours of cotton screwmen — namely, 
9.00 to 9.30 a.m. and 3.00 to 3.30 p.m. 


W. Z. Rieter, Chairman, 
W. H. Henpron (For steamship agents), 
J. E. Byrnes (For the longshoremen). 
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COST OF PRODUCTION AND PRICE 


INTERESTING questions of theory are raised by Dr. Taus- 
sig’s article on price-fixing. What are the economic forces 
that determine long-run or normal price? At one time econ- 
omists were content to say that it was the cost of produc- 
tion. When it was discovered that there were many costs of 
production, the question arose, which? The question had 
already been answered in the case of commodities subject to 
the law of diminishing returns that it was the highest or mar- 
ginal cost. President Walker then attempted to extend the 
same doctrine to all commodities with his well-known theory 
of the “ marginal entrepreneur” and “ rent of ability.’ 
There were different degrees of fertility in gray matter as well 
asin land. In this theory the normal price is clearly the cost 
of production to the least efficient entrepreneur, whom the 
increasing demand for the product calls into being. 

Recent economists, while adhering to the doctrine of mar- 
ginal cost as a price-determinant in the case of commodities 
subject to the law of diminishing returns, have been disposed 
to accept Marshall’s theory of the representative firm in the 
case of commodities subject to the law of constant or decreas- 
ing cost. It is not towards the cost of production to the least, 
efficient producer that price gravitates, they say, but to that 
of the well-established, solid business man — the man doing 
a conservative, prosperous, but not phenomenally brilliant 
business. The latter, the great “ captain of industry ’’ may 
be conceded, even in Marshall’s theory, to reap a rent of 
ability. The high-cost producers, those whose costs are 
greater than that of the representative firm, are not tending to 
establish normal price, they are tending to effect their own 
elimination. Every year a sheaf of failures is thrown off, but 
every year a new sheaf of failures appears. The individuals 
change, the class is constant. 

It may be remarked as a comment on this theory that a 
single year is too short a period to determine which of the 
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competing firms is the representative firm whose cost deter- 
mines normal price. Accident, a poor season, the newness 
of the business bring it about that every year some of the 
competitors produce at a cost higher than the price, and 
hence are doing business at a loss, who nevertheless in the 
long run are doing a profitable business. Such will ordinarily 
be the history of the hypothetical representative firm itself. 
Good years will offset bad years. However, making allow- 
ance for such vicissitudes and taking long-time averages, 
Marshall’s theory appears to be more in harmony with facts. 
It is not the highest-cost firm nor yet the lowest-cost firm that 
determines normal prices, it is a firm somewhere intermediate 
between them. 

But, after all, Marshall’s theory is supplementary rather 
than antagonistic to Walker’s. President Walker was apply- 
ing economic reasoning to a human society much as a mathe- 
matician applies the principles of applied mechanics to the 
construction of a bridge. He works out his strain sheet as tho 
all the struts and ties were mathematical lines, as tho they 
were uniform in texture throughout, as tho they met at geo- 
metrical points. He knows as well as the practical bridge 
builder that not one of these conditions is realized in fact. 
Yet his strain sheet is none the less valuable and, even after 
allowing an adequate coefficient of safety, results in great 
saving of material. So Walker for the purposes of theory 
assumed a standardization, a fluidity in the action of eco- 
nomic forces operating in a human society which he would 
probably have been the first to admit is not to be realized in 
fact. The moment the supply of commodities which the most 
efficient entrepreneur is able to turn out is insufficient to meet 
the demand, and a rise of price follows, he supposes an- 
other entrepreneur to step in of precisely the right degree of 
mediocre ability just barely to reimburse himself at the 
slightly advanced price. 

Now what Walker assumed in regard to different grades of 
entrepreneurs is precisely what Ricardians assume in regard 
to land. They also are presenting for the purposes of theoret- 
ical reasoning hypothetical conditions which they know well 
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enough can never be more than roughly approximated in 
actual life. There will always be a fringe of land that is 
worked at a loss. The cost of production that determines or, 
better, equals normal price is never the marginal in the sense 
of highest cost of production. A certain number of producers 
will always be found occupying land which is as yet of too low 
a grade to reimburse them at the current price of the product. 
Even if land could be conceded to be taken up step by step in 
infinitesimal gradations, the human factor cannot be omitted. 
Even then it would be the representative firm operating mar- 
ginal land that would produce at the price-determining cost. 
The business genius or the business weakling operating mar- 
ginal land would produce at a cost, the one less, and the other 
more than the normal price. In short the two theories are 
seen to be in fact the same theory, except that in one an 
attempt is made to adjust reasoning, applicable to an hypo- 
thetical society, to an actual society. Walker’s marginal entre- 
preneur operating in a conceptual society becomes Marshall’s 
representative firm operating in an actual society. 

But when this is admitted we seem at once to make the 
whole theory valueless for any practical application. So long 
as we could conceive ourselves to be working in a society, 
shall I say, geometrically perfect, we had only to collect from 
all firms statistics as to their costs of production, tabulate the 
costs in order, and then note which was the highest, in order to 
determine the normal price. But if the marginal cost or the 
representative firm cost is not the highest, which one is it ? 
We are driven, perforce, to reverse the process, to determine 
by averaging price data what is the normal price, find which 
of the costs is equal to it and call that cost the marginal or 
representative firm cost. That is, we make normal price 
determine marginal cost. Having done this, to go on and say 
that it is marginal cost which determines normal price is to 
reason in a circle. In truth, neither does marginal cost deter- 
mine price, nor does price determine marginal cost. Both are 
results of a more primitive underlying force. That efficient 
force is human want measuring itself against resistance, 
whether the resistance be the limitations of nature or human 




















NOTES AND MEMORANDA 563 


nature, land or brain. Under the impulse of this underlying 
force, as human want, manifesting itself in demand, presses 
against land and brain limitations there result a price and a 
series of costs, tangible evidences and measures of both want 
and resistance. Among these costs one will be found equal 
to the price, and so long as the conditions of want and 
resistance remain the same that cost and price remain the 
same. The price, so determined, may be called “ normal.” 
Whether we call the cost “‘ marginal” or “ representative ” 
is a matter of terminology. In the cost curves so far ex- 
amined it is found to be near the right hand extremity, 
indicating that by far the greater portion of the output 
is produced at a cost equal to or less than that cost. 
For it, therefore, the term “ marginal” is objectionable in 
that it is too uncompromising; it suggests the absolute last 
term of the series, the highest cost. “ Representative ” is 
objectionable in that it is too compromising; it somehow 
suggests an average or modal cost, whereas, as just stated, it 
is ordinarily very near the end of the series. Provisionally, 
however, and subject to the above explanation, the term 
“‘ marginal ” will be employed in this paper when referring to 
the cost which is equal to the normal price. 

The above analysis is not inconsistent, as might appear at 
first blush, with the doctrines of constant and decreasing 
cost. It is merely necessary that they be modified to adapt 
themselves to an actual society instead of the mentally fabri- 
cated society with reference to which they are ordinarily dis- 
cussed. ‘Constant cost” implies, that however much the 
output be increased the price-determining cost will be neither 
increased nor diminished. It is usually represented by a 
straight horizontal line, thus adding to the concept of con- 
stant cost another concept, unnecessary even for the fictitious 
society of the economist, that it is also uniform. Even in such 
a society, if the theory of the “ rent of ability ” be admitted, it 
should be an ascending line, with the proviso that as demand 
increases it should always ascend to the same level at the 
point where it meets the demand curves, thus: 

















Ficgure 1. 


The only difference for an actual society would be that it 
would cross the demand curves always at the same level, but 
would extend a short distance beyond them to allow for firms 
producing at a loss, thus: 











Figure 2. 


In the case of decreasing cost there would be a series of cost 
curves crossing the successive demand curves at progressively 
lower levels as the demand increased, thus: 
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In all the above diagrams, d, d’, d” are demand curves; 
c, c’, c” are cost curves. AA’ shows the levels at which the 
cost curves meet or cross the demand curves as demand in- 
creases, in Figs. 1 and 2 under conditions of constant cost, in 
Fig. 3:under conditions of decreasing cost. 

It was stated that when we so amend the marginal cost 
theory as to make the marginal cost no longer the highest cost 
but an intermediate cost, we seem to have rendered the whole 
theory valueless for practical purposes as a means of deter- 
ming normal price. Now it is sometimes desirable to deter- 
mine normal price independently of market price, especially 
when the latter differs widely from it, as it may in time of war 
or financial panic. It is also desirable to ascertain normal 
price when the problem of government regulation of prices 
calls for solution. In such cases the difficulty referred to may 
be met by applying the following method. 

On the principle of statistical constancy it would seem to be 
a legitimate assumption, in the case of a large and well-estab- 
lished industry, that, in normal times, about the same per- 
centage of the entire output will be produced at a loss. Having 
ascertained from cost and price data, collected preferably by a 
government agency through a series of years, what this per- 
centage is, we can, for the year under study, subtract this 
percentage from the total output and note what is the highest 
cost among the costs at which the remaining portion of the 
output is produced. This cost we may call the marginal cost 
and consider the normal price as being equal to it. 

For example, in a certain region where a considerable por- 
tion of the United States supply of sugar is produced, it would 
appear from pre-war statistics that in normal times about 
3 per cent of the. output is annually produced at a loss. In 
the year 1916-17 when an abnormal relation between supply 
and demand had been brought about by the war, but before 
government regulation of prices had been attempted, it was 
found that 97 per cent of the output was produced at a cost 
not greater than $92.00 per ton, which may accordingly be 
regarded as the marginal cost or normal price for that year. 
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The actual price was $124.56 or $32.56 above normal. In the 
following year, 1917-18, when the price had been regulated by 
voluntary agreement with the United States Food Adminis- 
tration, the normal price, computed by the same method, 
would have been $147.00. The actual price was $120.00, or 
$27.00 below normal. 

In connection with the above analysis the writer wishes to 
emphasize the importance of statistical inquiry as a means of 
checking and extending economic theory. From the examina- 
tion of a considerable number of cost curves similar to those 
shown in Dr. Taussig’s article, he was struck with the re- 
markable family resemblance, whether they were derived from 
industries to which the law of diminishing returns would pre- 
sumably apply or not. In all of them there was the same 
ascending ogee curve, sometimes steep, sometimes more 
nearly horizontal, but always a curve of the same family type, 
and in all cases, where the data were at all complete, crossed 
by the average-price line near its right hand extremity. This 
unexpected result led him to question whether competition, 
in the case of industries not subject to the law of diminishing 
returns, tended to result in a uniform cost for all producers to 
nearly so great an extent as had been generally supposed, and 
further led him to question whether there might not be more 
truth in Walker’s theory of marginal and infra-marginal 
entrepreneurs than recent economists had been willing to 
admit. Further reflection made it clear that there was no real 
difference between Walker’s theory of the marginal entre- 
preneur and Marshall’s theory of the representative firm. 
Finally a promising method of handling statistics so as to 
determine marginal cost and normal price was developed as a 
result of such theorizing. 

It is not the purpose of this article to assert that such cost 
lines as have been described will be found to exist for all indus- 
tries. Some industries may be found for which the cost lines 
are horizontal or approximately horizontal, and in that case 
it would be interesting to investigate and compare with a view 
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to determining what are the factors which result in horizontal 
cost lines for some industries and ascending cost lines for 
others. Such an investigation would undoubtedly result in a 
further development and clarification of theory. 


Paitre G. WRIGHT. 





AN EMINENT ECONOMIST CONFUSED 


Tue writer of this note has recently had called to his atten- 
tion Professor Carver’s new and interesting Principles of 
Political Economy. With much that is unusually clear and 
convincing, it is regrettable to find a vaguely stated and 
doubtfully valid argument that a protective tariff may add to 
a nation’s wealth by drawing labor out of a line which its 
employers deem more profitable (under free trade) into one 
which yields its employers less. Professor Carver’s argument, 
in its most concrete statement, is as follows:' ‘‘ Let us sup- 
pose that a certain tract of land had been devoted to cultiva- 
tion of a fairly intensive kind, and had been producing enough 
to pay the wages of twenty laborers, with something left over 
for rent. Through some change of circumstance the price of 
wool rises, and it is found more profitable to use the land for 
wool-growing. By turning the land into a sheep run, nineteen 
of the laborers may be dispensed with, and‘ the saving in 
wages would more than measure the difference between the 
value of the wool crop and that of the present crop, so that a 
larger surplus would be left over as rent. There is little 
doubt that the land would then be devoted to the growing of 
wool. That would be to the interest of the landlord and 
against the interests of the nineteen laborers, but the landlord 
is in a better position than they to determine the form of 
cultivation. There is also little doubt that this would be con- 
trary to the interest of the community. Less would be pro- 


1 Principles of Political Economy, p. 360. 
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duced either for consumption or for international trade. 
Fewer people could be supported, or the same number would 
not be as well supported as formerly. 

“ Tf the nineteen men thrown out of employment cannot 
find places elsewhere, they will probably, since they want to 
live, offer their labor at lower wages — enough lower to en- 
able the landlord to get as much rent from the more intensive 
form of cultivation as he might get by the less intensive form. 
Here we have the somewhat anomalous situation of an in- 
crease in price in one.of the products of industry causing a 
fall in the price of labor. The key to this anomaly is found in 
the fact that what is cost to one man is frequently gain to 
another. Now in this supposed case (which is not altogether 
a supposed case) there is little doubt that some form of dis- 
crimination in favor of the present crop and against wool 
would increase not only the relative share of the produce 
going to labor, but the absolute amount of the produce of the 
land. . . . There lies the opportunity for the protectionist. 
By some discrimination which will tend to increase the prof- 
itableness of the intensive product, or decrease, relatively at 
least, the profitableness of the extensive product, an abso- 
lutely larger and more valuable product might be created... . 
Labor and capital would have been attracted from the less 
productive to the more productive industry.”’ 

The answer which first suggests itself and which the pres- 
ent writer ventured to make some years ago! to Professor 
Carver’s argument as it appeared in an article of 1902,? is 
that there are, with reference to the nineteen men who, it is 
alleged, might be thrown out of work by free trade, two pos- 
sibilities. Either these nineteen men have a preferable alter- 
native, under the free trade régime, to wheat raising, or they 
have not. If they have not, they will accept low enough 
wages, rather than be unemployed and have nothing, so that 

1 See Principles of Commerce, Pt. II, pp. 107-108, note, where Sedgwick and Edge- 
worth are also criticized for essentially the same error. The writer has since learned 


that his point was anticipated in a criticism of Sedgwick by Davenport, in the latter's 
Outlines of E ic Theory, New York (Macmillan), 1896, pp. 197-200. 


* Publications of the American Economic Association, 3d series, vol. iii, pp. 176-182. 
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the landowner can realize as much rent for his land as if he 
used it for a sheep run. Unless their efficiency is thus im- 
paired, they will then produce as much wheat as if they were 
protected. The effect of freedom from restriction may mean, 
in this special type of case, lower wages and higher rent, but 
not decreased national wealth. If, however, the nineteen men 
have a preferable alternative, they will not raise wheat but 
will occupy themselves otherwise at higher wages than wheat 
raising under free trade would yield them, while the land- 
owner will at the same time realize the higher rent assumed to 
result from using his land as a sheep run. Free trade would 
then raise rent more than it would lower wages. 

There is, however, another aspect of the case, which the 
writer cannot but believe Professor Carver had in mind, tho 
it seems not to be clearly stated. This is that protection may 
be one way — not, however, the best or most economical way 
— of increasing the sum total of utilities. Thus, the wool may 
be a more profitable product for the landowner only because 
the class which buys wool is richer than the class which would 
buy the wheat, and not because it ministers to so important 
a human want but even in spite of the fact that it satisfies a 
less intense want. If this is the case, then to divert industry 
from wool production to wheat production will tend to in- 
crease utilities whether it detreases values or not.' No one 
should know better than Professor Carver, however, that the 
best way to remedy the evils flowing from unequal distribu- 
tion of riches, is not to attempt to discriminate against certain 
goods as such in the hope of making those goods relatively 
scarce and hard to get for both rich and poor, while encourag- 
ing the production of goods which, in the legislator’s view, are 
most needed by the poor. This is a curiously roundabout and 
a relatively ineffective and uneconomical method of securing 
results which can be far more satisfactorily secured by directly 
taxing those whose incomes are large. It is particularly desir- 
able to do this where these large incomes represent no service 


1 Protection has effects on the distribution of gold and on relative price levels which 
it is not y to ider in the present discussion. 
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given by the recipients to those from whom they are drawn, 
as is the case with most of site rent. It is the more surprising 
that Professor Carver did not call attention to this point 
since he so clearly favors increased taxes on unearned incomes, 
and since he advocates increased taxes on land as such (not 
merely, it appears, on future increases in its value), and on 
inheritances, as part of his “‘ liberalist’s program.’* Indeed, 
if a few more economists of Professor Carver’s reputation 
should so frankly advocate land-value taxation, it might 
almost be possible for younger economists to class them- 
selves as, fundamentally, single-tax sympathizers without 
thereby losing caste within the profession. 


H. G. Brown. 
University oF Missouri. 





A REJOINDER 


In case the nineteen laborers decided to accept lower wages 
and continue growing wheat, there need not be, as Professor 
Brown points out, any diminution in the total product. 
The result would simply be lower wages, higher rent, and the 
same total product as before. This is in agreement with my 
argument as previously published. 

In case, however, the nineteen laborers decide to enter 
some other calling it must, of course, be a somewhat more 
remunerative one than wheat growing under the new condi- 
tions. It could not, however, be so remunerative as wheat 
growing had been under the earlier conditions before the as- 
sumed rise in the price of wool, otherwise they would not have 
been growing wheat in preference to following this new occu- 
pation. In short, their wages are somewhat reduced by the 
enforced change as compared with what they were formerly 
getting, but not so much reduced as they would be if they 
had no alternative employment but were compelled to con- 


1 Pp. 583-584. 
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tinue growing wheat at such wages as would leave the land 
owner as high rent as he might get by turning his land into 
sheep pasture. When this alternative occupation is open, the 
changes assumed would raise rent and reduce wages some- 
what, but not so much as in the other case. 

Will these changes, as Professor Brown says, raise rent 
more than they will lower wages? Yes, if we are thinking of 
world economy; not necessarily if we are thinking of national 
economy. In order to find a satisfactory alternative employ- 
ment, the nineteen laborers may emigrate. In case they do, 
the national product will obviously be reduced, and will sup- 
port a smaller population, tho the landowner’s rent would be 
slightly increased. From the standpoint of world economy, 
the increase of the total productivity of industry is probably 
not among the theoretical possibilities of protectionism. From 
the standpoint of national economy, it is. The protectionist 
is, rightly or wrongly, commonly a nationalist; and from his 
point of view he finds here at least a theoretical possibility. 


T. N. CaRvER. 
HARVARD UNIVERSITY. 





A RE-REJOINDER 


In my criticism of Professor Carver’s book, I assumed the 
alternative industries into which labor would go in case wheat 
production were abandoned, to be alternative industries in 
the same country. But if, in the supposed case (admittedly, of 
course, seldom realized) of landowners profiting at the expense 
of laborers because of free trade, the laborers emigrate, then 
it is entirely correct to say, as Professor Carver does say, that 
free trade would diminish total national wealth. It deserves 
to be pointed out, however (and I presume Professor Carver 
will agree with me in this) that free trade would even then 
increase the per capita wealth of the country in question. It 
would fail to do this, in a mathematical sense, in one contin- 
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gency. The average incomes of landowners might be so low 
and wages so high, that for the wage-earning class to emigrate 
would leave the average incomes of the landowners and the 
few remaining laborers lower than the average of the land- 
owners and the more highly paid wage earners had been under 
protection (altho higher than the average of these same per- 
sons’s incomes had been). But in any case, the nationalist 
has the alternative of keeping the home population large and 
the home production the highest by taxing land rent directly 
and maintaining free trade, as contrasted with attacking land 
rent indirectly, uneconomically, and very partially through 
protection. I trust that these conclusions are consistent with 
those of Professor Carver as he now states them. 


H. G. Brown. 
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